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PROCEEDI NGS

MR. HACKBARTH. 1'd like to wel cone our guests.

Pl ease have a seat as quickly as possible since we're going
to go ahead and start.

The first itemon our agenda this norning is
quality inprovenent for health plans and providers. This is
a mandat ed study that we've discussed several tinmes now.

The purpose of our discussion today is to vote on our fina
recommendations. Mary, Karen?

DR MAZANEC,

Thank you. Today we will focus on the revised
draft recomrendati ons and report for the quality inprovenent
standards in the Medicare program At this neeting we are
asking the conmm ssioners to conment on the content of the
revised report and to cone to closure on the
recomendat i ons.

I will begin by briefly recapping our anal ysis and

findings and then Karen will discuss the recommendati ons.
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As you recall, in the BBRA, Congress directed
MedPAC to | ook at how Medi care should apply quality
i mprovenent standards to the fee-for-service in the
Medi car e+Choi ce prograns. At the Cctober neeting, we
presented our anal ytical approach and findings and | just
want to briefly sumrarize that right now.

As you recall, our analysis consisted of three
parts. First, we identified the goals of quality
i nprovenent standards and then exam ned the nmanner in which
they are applied by private accreditors, regulators, and
purchasers. Next, we analyzed the M+C standards and the Q
efforts in the fee-for-service program And finally, we
eval uated the feasibility of applying standards conparabl e
to the MtC standards to each type of plan and provider.

Based on our analysis, we had four major findings
whi ch are summarized on this slide. First, we concluded
that providers and plans have varying capacities to conply

with quality inprovenent standards. At present, only HMXs
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can fully neet all of the MtC requirenents. Second,
oversight and private and public purchaser efforts are often
duplicative. W see this duplication in both the
application of process and structure standards and in the
devel opnent of nmeasures. Deenming status may actually ease
this problem Third, rewardi ng or assisting providers or

pl ans may further stinmulate quality inprovenent. And
finally, nore research is needed, especially on neasures and
the nost effective ways to stinulate quality inprovenent.

At the last two nmeetings in Cctober and Novenber,
we heard a lot of different things fromthe conm ssioners.
Fromtheir discussion, we identified four broad
considerations that guided us in witing the draft
recommendati ons. These considerations are listed on this
sl i de.

First of all, beneficiaries should receive high
quality care, whether they choose the fee-for-service or the

M+C program Quality inprovenent efforts are inperative and



10

11

12

13

14

15

16

17

18

Medi care should | ead these quality inprovenent efforts.
Finally, all plans and providers should work to inprove
quality in accordance with their capabilities.

Now Karen will tal k about the draft
recommendat i ons.

M5. MLGATE: As Mary said, Congress asked us to
advi se themon how to apply quality inprovenent standards.
The three draft recommendations in front of you include
gui dance specifically on how to apply standards, but also
suggest that quality inprovenent standards should be applied
in a broader context that includes other strategies to
stinmulate quality inprovenent.

Today we will be presenting three draft
recommendations, but this slide really sunms up the
principles that we heard in the discussions at the [ast two
nmeetings that underline all of these recommendati ons and we
wanted to put themout explicitly before tal king about the

recommendati ons t hensel ves.
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First, that Medicare should take into account the
differing capabilities of plans and providers when applying
standards and apply standards flexibly to account for those.

Second, that Medicare should reward exenplary
performance and quality inprovenent whether as a result of
voluntary efforts or nandatory requirenents.

Third, that Medicare should seek to reduce
oversi ght duplication when devel opi ng and appl yi ng st andards
and coordinate and build on private sector oversight
efforts.

Fourth, that recognizing there are gaps in the
ability for different providers and plans to actually
nmeasure and i nprove care, that Medicare should assi st
provi ders and plans in performng quality inprovenent.

And finally, that recogni zing that gaps occur in
t he know edge about how to actually do quality inprovenent,
that one role for Medicare is to, along with others such as

ARC, research quality inprovenent nmeasures and strategies.
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These are the principles that we felt where there
was general agreenent within the Conm ssion. The area where
there seenmed to be discussion was on what the appropriate
| evel of quality inprovenent standards should be. So that's
the primary di scussion we woul d hope to have today.

So what we decided to do in presenting the
recommendations is actually present recomendations two and
three first, since those are the ones where there seemto be
nore general agreenent, and then save the description of the
di scussi on of reconmendation one for |ast.

Draft recommendation two states that the Secretary
shoul d reduce duplication between public and private
oversight efforts when applying quality inprovenent
standards and neasures. The report discusses several
strategies for reducing duplications, however the two
primary ones are in Medicare+Choice to nake broader use of
deened status. Because the predom nant form of

Medi car e+Choi ce plan at this tinme are HM3X»s, and nany HMOs
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are already accredited in the private sector, this could
hel p | essen their burden and potentially reduce the
unevenness between the playing field between HM3s and non-
HMOs .

In the fee-for-service program because deened
status is nuch nore devel oped, the issue is nore a matter of
standardi zati on of neasures. Many different private and
public sector purchasers are considering, and in sone cases
al ready requiring institutional providers to report on core
neasure sets. And so this reconmendati on suggests that
Medi care shoul d participate in coordinating those efforts
and to try to nake sure that the neasures they use are as
cl ose as possible to any private sector neasures.

Draft recommendation three conbines two of the
principles |I spoke about earlier. The first is that the
Secretary shoul d assist plans and providers to inprove
quality. The second is that he should al so encourage and

fund research on appropriate neasures and effective



10

11

12

13

14

15

16

17

18

10

nmechani sms to i nmprove quality.

The first part addresses the gap | spoke about
earlier and the ability for providers and plans to inprove
gual ity and suggest that Medicare should help close this gap
by providing technical assistance in such areas as
col l ection and anal ysis of data, advice on effective
mechani snms, and al so potentially dissem nation of best
practi ces anong providers and pl ans.

The second part recogni zes the gaps in know edge
about effective nmechani sms in nmeasures and sonme of the
report text tal ks about studying neasures in areas where
| ess is known about how to neasure quality, |ooking at
incentives, both that we m ght suggest at the plan or
institutional provider |evel but also wthin, to work with
physi cians. And one of the other major barriers where it
seenmed there needed to be nore research is in | ooking at
appropriate risk adjustnent nethodol ogies to nmake it easier

to publicly report information on individual providers.
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This slide and the next one are both draft
recomrendati on one. Between the discussion at the | ast
neeting and responses to e-nails in between, staff have
identified basically two options with which various
commi ssioners agreed. W don't have actually option 1B or
1C here. Wien we put the options next to each other, we
realized that, in fact, there were two concepts where there
was general agreenent between those options. And then a
couple of others that could add in or not add in, depending
upon how t he Comm ssion woul d discuss at this neeting.

So the first slide here are the two concepts
within draft reconmendati on one which we felt were generally
agreed upon. And then the second one is identifying areas
of potential disagreenent.

The first one in which we thought there was
general agreenent was that the Secretary shoul d recognize
differing plan and provider capabilities when devel opi ng and

applying quality inprovenent standards and rewardi ng
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exenpl ary perfornmance.

Just to address quickly, Al an, your point on this,
it probably is inplied in the concept of applying quality
i mprovenent standards that you would take into consideration
those different capacities when rewardi ng exenpl ary
performance. W actually added in those words, which ends
up | ooking kind of redundant, just to be nore explicit. So
that's sonething we'd be glad to have sone di scussion on.

It seened |ike that was potentially your issue with that
concept .

And this, just to go over it again, recognizes
that collecting and anal yzing data and influencing quality
is done different in different organi zations. For exanple,
PPCs have less ability to abstract information from nedi cal
records. Small institutions may have less ability than
|arge institutions. And data may be nore valid on one type
of provider or plan than anot her.

The second concept with which we felt there was
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general agreenment was that the Secretary should reward pl ans
and providers for exenplary quality inprovenent performnce.
At the last neeting, staff actually presented this as a
separate recommendati on but we heard fromthe Commi ssion
that, in fact, you felt that that needed to be a centra

pi ece of the strategy for applying standards and the
rationale that we heard was that it was seen as a way to
reward those who may, in fact, have nore vigorous standards
applied to them and perhaps | essen the distinctions between,
for exanple, HM3s and non- HMCs.

And it was al so seen as a nore appropriate
strategy for stinmulating quality inprovenment than perhaps
appl yi ng addi ti onal standards.

The | ast two concepts address the | evel of
standards to be applied. On these two we felt |ike we heard
a differing of opinion at the [ast neeting and wanted to
hi ghli ght the two options and suggest what we heard in terns

of arguments for and against. So I'll present sonme pros and
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cons to these.

The first concept is that the Secretary should
elimnate the requirenent for HMOs to denponstrate quality
i mprovenent on the two QAPI projects. Those who thought
this concept should be included suggest that this was one
way to create a nore level playing field between HMOs and
non- HVDs in the Medi care+Choice program and that it was
i nappropriate to have differing |levels of standards in that
program

Those who didn't think it should be included, or
that it was necessary to include it, suggested that it was
appropriate to apply different standards, that in fact HM>s
do do nore and have nore capacity to manage care. And
sinmply because PPGs aren't able doesn't nean that you shoul d
take the standards off the HM3s. And further suggested that
per haps you could rely on rewards and sone of the | essening
of burden through deened status to reduce that unl evel

pl aying field.
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Just a note, this one and the other one can be
achi eved through regulation. So let's be clear on that.
there's no need to change statute for either of these to be
i ncl uded.

The second concept with which we felt there was
sonme di scussi on necessary was that the secretary should
apply quality inprovenent requirenments conparable to those
i n Medi care+Choi ce prograns to institutional providers in
the fee-for-service program Those who felt this should be
i ncl uded suggested this will create a nore |evel playing
field between fee-for-service and Medi care+Choice and if
i ndeed many of these activities are already occurring it
woul d not be a significant undertaking for CM5S to require
this |l evel of standard or for providers to actually neet
t hose standards.

Those who didn't think it was necessary to include
it but suggest that these activities are already ongoing,

that it wasn't necessary to require themif they're
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happeni ng on a voluntary basis and unl ess there was sone
suggestion that there wasn't enough quality inprovenent
going on in the fee-for-service program Once again, it

m ght be possible to rely on the concept of rewarding high
performers and a | essening of the duplication to reduce the
unl evel playing field, so to speak, between Medi care+Choice
and fee-for-service.

That is the presentation. W, of course, would
appreci ate comments generally, but specifically in this
area. And we would also note that the draft that you have
of the report was revised to include some of the other, nore
general coments that we heard at the | ast neeting.
Specifically, we added a section on the cost inpact of
quality as well as the evolution of the science of quality
i mpr ovenent.

MR. HACKBARTH. Hel p nme nanage the tine
effectively here. What Mary and Karen have presented is

their belief that we've got broad areas of agreenent and a
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coupl e of specific areas where there may be sone
di sagreenent. To be specific, they heard consensus on
recommendations two, three and the first page of one. D d
t hey hear correctly? |If so, what | would like to do is
initially focus on the areas of disagreenent so we can nake
sure that we discuss those thoroughly and not waste our tine
on nuances.

DR. NEWHOUSE: Just one issue with the second
bul |l et under one, which is --

MR. HACKBARTH. So the first page of one?

DR. NEWHOUSE: Yes, the reward plans and providers
for exenplary quality inprovenent performance. There was a
principle on an earlier slide that had reward high
performance. And this only tal ks about inprovenent. So the
guestion is if |I've got a plan where already 95 percent of
the AM patients are getting beta bl ockers, does it not get
a reward?

MS. MLGATE: The three concepts that I would
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throw out as inportant in |ooking at what you would reward
woul d be one, the one you just nentioned, where you have a
hi gh standard, |ike 80 percent get beta bl ockers. And
you're at 90, so that's a standard that sonebody set.

Anot her concept would be if you start down at a
| ow | evel, say you're at 50 percent, the standard that is
set is at 80, that if you actually get it up to 75 that's a
pretty significant junp.

And then the third, that woul d recognize
i nnovation and nmake sure that people aren't just going for
the low hanging fruit, is perhaps to reward innovative
projects. So those are three different concepts that could
probably be captured under the words high, if you prefer
t hat word.

MR. HACKBARTH: Wy not, Karen, just reward high
per f or mance?

M5. MLGATE: | think that's fine. | think al

three of those could be captured under the words high



10

11

12

13

14

15

16

17

18

19

per f or mance.

MR. HACKBARTH. |'d like to just stay with this
i ssue for a second. The question that is on the table that
Joe has raised is rewarding only high performance versus
maybe hi gh performance plus inprovenent plus innovation.

DR. NEWHOUSE: It rewards only inprovenent as it's
currently worded.

MR SMTH  Joe, | think what you say logically
makes sense, but what troubles ne here, thinking about
beneficiaries, beneficiaries in low performng institutions
and plans that do a | ot of inprovenent are a | ot better off
t han beneficiaries already receiving exenplary care.

If what we're trying to think about here is how do
we use incentives and rewards in order to nmake high quality
care nore available to nore beneficiaries, throw ng nore
resources at institutions and plans that are already
performng well doesn't acconplish that.

| understand the distinction that you draw, but
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"' m not sure what the consequences of it are.

DR. STOAERS: |I'mnot trying to be redundant but
think it's inportant to have both of those in here. W've
got to obviously reward those that do quality inprovenent,
but there's lots of rewards other than just financial for
t hose that have al ready acconplished the high |evel of
performance. That coul d be decreased regul atory burden or
what ever .

So | think it's inportant to get the nmessage
across here, that the rewards should be for both of those.
So | agree with Joe entirely.

DR. BRAUN. | agree with Joe too, because actually
| don't think beneficiaries are better off or as well off if
there is a plan that's going 50 to 75 than they are with one
that's already at 95, because they are obviously getting
better care.

MR, HACKBARTH: So you're saying that you woul d

reward both inprovenent and hi gh perfornmance?
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DR BRAUN.  Yes.

DR. NEWHOUSE: If it's just inprovenent, | don't
know what happens if | go from50 to 75 and then back to 50
and come then back up to 75. Do | collect nobney every ot her
year or what? | don't know how to handl e that.

DR. REISCHAUER | was going to nake a rel ated
point which is, you can't get inprovenent paynments year
after year without getting the high quality, presumably. So
there has to be sonme rather conplicated reward fornula here.
But it should have penalties, as well.

MR. HACKBARTH. Can we just do a straw vote here?
The proposal on the table fromthe staff was to reward a
m xture of high performance, inprovenent, and innovation, as
| understood it.

Let's just do a straw vote. How many favor that
appr oach?

DR REISCHAUER: Can | ask for a clarification?

VWhat do we nean by innovation if it doesn't result in high
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per f or mance?

M5. MLGATE: What it's designed to do is nmake
sure that plans and providers don't just go after what they
know how to do really well, and they don't | ook at things
that they don't necessarily know how to i nprove on, but they
do the work to understand what the measures could be, to
devel op those neasures, and perhaps do sone interventions
where they | earn what doesn't work. So that woul d push the
science of quality inprovenent, so to speak.

Now you coul d perhaps suggest that is nore of a
research function and not have it on the table, but it cones
up often in other settings where people tal k about how to do
this just to make sure that folks aren't just continuing to
measur e mamogr aphy, for exanple, sinply because they know
how.

M5. RAPHAEL: |'m not sure what's neant by
i nnovation but | think an exanple m ght be if someone

tackl es doi ng sonething across sites or across providers,
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rather than just in your particular domain. | think we
should try to encourage efforts like that in the fee-for-
servi ce system because the handoffs are generally
problematic areas. | don't know if that would fall under
the innovation arena or not, but | think that m ght.

MR SMTH | think it's very hard to link in the
same paynent construct innovation and quality inprovenent.
It seemed to me that the innovation issues were addressed in
draft recommendation three and that if we want to el aborate
on that, that's where we should do it. More resources ought
to go into innovation but sone innovative attenpts may not
produce very much, but we want to encourage that
experinmentation and testing.

But | don't think we want to link it to
i mprovenent outcones.

MR. HACKBARTH. |'d |like to press ahead here. The
bottomline, fromny perspective, is this is a case where

think we would really benefit from having a consensus
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recommendati on with everybody supporting it. So what |'d
like to do is use a series of straw votes to sort of
under st and where people stand on this issue.

How nmany favor an approach that woul d say that we
want to reward both high performance and inprovenent? A
show of hands?

DR ROAE: I'mtrying to understand, as opposed to
what ?

MR. HACKBARTH. As opposed to hi gh performance
only.

DR. REI SCHAUER: No, quality inprovenent.

[ Si mul t aneous di scussi on. ]

MR. HACKBARTH:. Just a second. Don't confuse ne.
The options | see are high performance and i nprovenent.
That was one option that seened to have just now a whol e | ot
of support, if not unani nous support.

A second option is performance only, just high

| evels of quality only. [I've not heard anybody argue in
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favor of inprovenment only as yet.

DR. NELSON: But that's what the recommendati on

MR. HACKBARTH. Ch, good point.

M5. M LGATE: The recommendati on was intended to
do both, but if it's not clear, we can change it.

MR. HACKBARTH. So let's do themall.

Performance and i nprovenent, was there anybody who
didn't support that? W nay be able to cut to the bottom
line here. |s that what the ngjority or unani nously we
want ?

MR SMTH denn, | think both in the spirit of
consensus and because | think it makes sense, that doing
both is the right answer here. | amworried that we create
a situation where rewards, assum ng scarce resources for
rewards, rewards flowto |lowhanging fruit rather than to
i nprovenent and that you're right, a beneficiary is better

off at 90 percent than 75 but they're a hell of a lot better
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off if you went from50 to 75 than from87 to 90. And
beneficiaries don't often have choices that allow themto
al ways end up in a 90-perform ng plan.

So | guess |I'd be confortable with both but with
sone text that made it clear that what we're after here is
i nprovenent. That we want to have everybody be high rather
t han. ..

MR. HACKBARTH: It looks to nme |ike we've got
unani nous agreenment on that fornulation. So let's nobve on.

So any other issues now about draft reconmendation
two and three? O the first part of one. Again, | want to
focus for a second on the areas where Karen and Mary heard a
| ot of agreenent in our previous discussion.

M5. BURKE: Follow ng up on Joe's point and
David's point, | think the question of innovation, whether
there's a way to nodify three to reflect this sort of
br oader concept, | think nakes good sense. That we ought to

be rewardi ng people for doing things that | ook at things
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differently. So if there's a way to say that in three, to
make it clear, | think it's a good idea.

MR. HACKBARTH. Any other. ..

DR. REI SCHAUER. Wiy don't we just say effective
and i nnovative mechanisns to inprove quality?

DR. LOOP: |Is there any nerit in putting
recommendati on two before one and three, so that you reduce
the duplication first?

M5. MLGATE: W actually proposed it that way at
the last nmeeting and the di scussion we heard was that
because the central question Congress had asked us to
comment on was the application of standards, that we really
shoul d put the central answer first, even though duplication
does have to do with the application of the standards. That
seenmed to be the reason we put one first.

MR. HACKBARTH: | think that still nakes sense.
That is the principal question before us.

| have a question for ny education about draft
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recommendation two. As | read the statute, the Secretary
currently has the authority to deem a private organi zation
for HMOs and say that if you' re accredited by X you've
effectively net these statutory requirements. Am|l reading
it correctly?

M5. M LGATE: Yes, statute does say that. It
hasn't been carried out yet.

MR. HACKBARTH. \Were does that process stand?

M5. MLGATE: Actually, currently CMS is
eval uating various private accreditor standards that have
applied for deemed status for Medicare+Choice. So the
di scussion in the report is we think that needs to go
forward and CVS should do its best efforts to make sure it
is possible to deem And then there's other discussion on
broad use of deeming, rather than -- there was sone concern
on the part of sonme plans that CM5 mght, in fact, pick and
choose standards rather than saying you ve net all the

standards if you neet accreditor standards that only one
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here or one over here.

So there's al so sone discussion in the report on
how it should be broad use of deeming. So that's
essentially what the reconmendati on does, is say get on with
it, let's do it and make it a broad use.

MR. HACKBARTH. Ckay. Anything else on draft
recomendation two, three or the first part of one?

So what | take fromthat is that people are
prepared to support those pieces as witten with the
anmendnents we' ve al ready di scussed?

M5. MLGATE: |'msorry, denn, can | just make
sure that we decide on Alan's point?

MR. HACKBARTH. Which point, Karen?

M5. M LGATE: | think Al an suggested that tal king
about applying -- this was in the first part of
recomendati on one -- that recognizing the different plan

and provider capabilities when you' re rewardi ng high

performance was redundant with the second sentence? O
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should I not bring that up again?

DR. NELSON: | think you're going to be doing sone
rewiting based on this discussion. Also, the redundance
may not stand out as rmuch if the second part, some portions
of the second part is plugged into the mddle of it. So
don't worry about it right now.

M5. MLGATE: So just work with your comments

DR. NELSON:  Yes.

M5. M LGATE: Fine. Thank you.

MR. HACKBARTH. So let's nove to the second page
of draft recommendati on nunber one. Let's just take the two
bul lets in turn.

Elimnate requirement for HM>s to denonstrate
quality inprovenent. Here again, | have a question just for
my edification. As | read the statute, there is no
statutory requirenent that HMOs denonstrate quality
inprovenent. This is a requirenent inposed by the

Secretary, not by the Congress; is that correct?
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M5. M LGATE: Yes. The statutory provision that
it's linked to says, when you identify your aids for
i nprovenent, that the plan shall take action to inprove.
It's been ny reading that what CVS did was say the way they
wanted to deternine conpliance is to suggest you show you
denonstrate i nprovenent. One could suggest that there are
other ways to determ ne that sonme entity has taken action to
i nprove

So yes, we believe there's regulatory flexibility
for themto do that.

M5. NEWPORT: | think part of the challenge after
BBA was enacted was that it was a required i nprovenent year
after year. Even though you m ght be at 98 percent, noving
it to 100 percent or 10 percent inprovenent every year was
an inpossible standard to neet. So | want to nmake sure
fol ks understand that inprovenent beyond a certain point in
a certain area may not necessarily be achievabl e.

DR. NEWHOUSE: | wasn't sure fromreading this
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exactly what we neant, but as | thought about it, what |
t hought we shoul d have was that the plan would have an
internally generated and approved quality inprovenent plan,
but it would not have necessarily specific quantitative
targets |ike the 10 percent target, and that CV5 woul d not
specify targets that applied uniformy to all HM3s. So it
woul d be nmuch nore a bottons up kind of activity.

| al so thought we should add sone | anguage
somewhere, possibly in the text, that said this did not
i nply anyt hing about quality assurance activities, that we
assume qual ity assurance renmi ned in place.

DR. WAKEFI ELD: Coul d you just clarify this
di scussion for nme? Regrettably, | was out for nost of the
| ast nmeeting, and so | mssed the discussion that m ght have
fed into this particular bullet.

My general sense is that in an ideal world, |
think that what we're trying to do is harnonize requirenents

to the extent possible, rather than doing anything -- unl ess
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it makes sense -- that is a step backwards or away from
trying to nove the field forward in terns of quality

i mprovenent, fromthe institutional level, to the plan
level, to the clinician level, et cetera, as tools are
avai l abl e to hel p acconplish that.

So when | see this witten this starkly, it makes
me really kind of unconfortable but maybe there's sonething
"' m m ssing here that supports this. Could you just give ne
alittle background?

M5. M LGATE: The background | think is that there
was the discussion, | would say, was trying to bal ance what
you just put forth which is harnonizing the requirenents
that are out there and trying to nove forward with quality
i nprovenent, recognizing what we do and don't know. But
there was al so concern that there was differences in what's
applied to different entities and that perhaps it was
i nappropriate to have such a difference exists and would

create di sadvantages for sone plans and essentially penalize
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them potentially for being good at quality inprovenent.

So to ne that was the balance that the Conm ssion
was trying to struggle with at the |ast neeting. One of the
suggestions was to add this in to address that unlevel
playing field. But others did feel, as you may feel, that
it wasn't necessarily appropriate to take that requirenent
of .

MR SMTH  Like Mary, | mssed -- | mssed the
whol e Novenber neeting, so | may be a little bit behind in
t he discussion. But | share her disconfort with the
argurment inplicit in the first bullet.

Leveling the playing field is a different idea
than getting the highest quality that we can get. It seens
to me that, given the recogni zed differences in capacity
| anguage in the earlier recommendations, that having done
that it doesn't seemto ne, on behalf of a sort of abstract
| evel playing field principle, we ought to say therefore we

want to | evel down.
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| think that's what the first bullet inplies. 1'm
very unconfortable with that, rather than the suggestion
that we have different circunstances where different things
are possible. And in every case, the standard ought to be
as high as those circunstances all ow.

| think conmbined with recomendation -- | guess
it's now three, the second bullet does a better job of that.
W may want to play with the | anguage.

DR. BRAUN. |'mvery unconfortable with that, at
| east the way that it's worded, because | certainly don't
think we want to elimnate a requirenment to denonstrate
quality inmprovenent. Maybe it could be done through a
different neans than presently, but we certainly don't want
t hat .

In fact, | think it goes agai nst our consideration
or our principles as the draft says that all plans and
provi ders should be working to inprove quality in accordance

with their capabilities. Sonehow, to elimnate that seens
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to be just the opposite.

MR. HACKBARTH. Let's do a straw vote on this.

How many woul d |ike to see this |anguage renoved? |In other
words, strike the elimnate the requirenent for HMOs.

Joe, you said you had a nodification to offer?

DR. NEWHOUSE: Yes, I'd like the requirenent to be
a requirenment for an approved internally generated Q plan
rather than a CMS-generated, uniformy applied Q plan. |
nmean, | think the issue is how best to get to high quality
and | think this tries to address Janet's concern about
getting from98 to 100 isn't really appropriate.

DR RONE: | think the other -- | nean, |
associate nyself with Janet's concerns with respect to the
di m ni shing opportunity for quality inprovenent in those
pl ans that have done a particularly good job.

Maybe we could get there by putting a word in here
that says sonething |like to denonstrate appropriate quality

i nprovenent, or sonmething so that it gives sonebody a hedge
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so that if you' re at 98 percent on sonething you're not
getting dinged because you didn't increase by 10 percent the
next year.

Maybe doing it Joe's way al so does it but the
problemis it falls out of the recommendation and is lost in
t he text.

MR. HACKBARTH. The nessage | took away from our
| ast di scussion was that many comm ssioners had reservations
about any | anguage in a recomrendation that would | ook |ike
a retreat.

DR. RONE: Right.

MR. HACKBARTH: | understand that and in fact
agree with that point of view

The second bullet on this page, the second bull et
on draft recomendati on one, is actually an expansion as |
see it. W are saying we need to press forward with quality
i nprovenent and do it for the institutional fee-for-service

providers as well as for managed care pl ans.
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What if we had a recommendation that said that.
Then in the text said it doesn't look to us like there ought
to be a quality inprovenent requirenment only for HM>s? |
don't see any reason why we couldn't say if it's good for
HMOs t hen each hospital has to have two quality inprovenent
projects. | don't see the reason for singling out HMCs.

We could take it out of the bold recommendation so
there's nothing trunpeting retreat in the recomendati on and
just have a discussion of this issue in the text and have
t he reconmendati on | anguage bei ng press forward and expand
gquality inmprovenment, not narrowit. How do people fee
about that?

Murray, | know you have sone thoughts about that.
Feel free to express them

DR. ROSS: | guess nmy one concern would be, if
you're sending an action line to the Secretary or the
Congress, you should be clear what that action line is. And

if it's going to be in the text, that's nore di scussion and
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anplification. So | guess |'mdisagreeing slightly with
t hat .

MR SMTH Jack, if we didn't try to nodify
bull et one, sinply got rid of it, but then rewote the
second bullet so it said apply appropriate quality
i mprovenent requirenments to both M+C providers and
institutional providers in the fee-for-service program |
think that's both what Genn and | were trying to get.
think it's --

DR ROAE: I'mjust allergic to the concept of
elimnating anything that has to do with quality. So that's
why | can't got there. I'mwth you conpletely, Dave.

M5. MLGATE: Could I just clarify one point with
Joe and Jack just to understand? Currently, CMS has
retracted the 10 percent requirenent for denonstrating
i nprovenent. But they still do require some inprovenent to
be shown.

It seened |ike what | heard you saying, Joe, is
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t hey shoul d generate sone of their own targets on

i mprovenent. It sort of is where CMSis. So | don't know
if we could discuss that and highlight that that's a good
policy. O does it go beyond that?

DR. NEWHOUSE: |'m obviously confortable with
that, but |I think it applies even nore forcefully if we go
into the institutional providers because what's appropriate
to inprovenent quality at a 50-bed hospital in Devil's Lake
and what's appropriate at Mass General may be totally
different.

M5. M LGATE: So generalize that statenent.

DR RONE: | think there is an Alice-in-Wnderland
aspect to the conversation, in part because we woul dn't want
the American public to think that MedPAC is so out of touch
with reality that we think everybody is at 99 percent, and
therefore we want to nake sure that they're not held to an
i npossi ble standard. | think very few people if any, with

t he possi bl e exception of PacifiCare, are at 99 percent of
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the ideal quality.

M5. NEWPORT: That's true. Thank you, Jack, for
acknow edgi ng t hat.

DR. ROAE: So we should recognize this is a high-
class problem if we have it, but I'"'mafraid we don't. |
guess what we want to do is have sone balance in the text or
sonme statenent about bal ance between the |evel of quality
and its inprovenent and a recognition of the differences and
capabilities of the different institutions.

Those are the two thenes that | keep hearing. One
is what |level are you at versus how nuch are you changi ng?
The other is what kind of an institution are you? Cearly,
that has to be highlighted in sone way.

MR. HACKBARTH. So, Jack, could you couch your
point of viewin ternms of a recomendati on? How would you
i ke this second page to read?

DR. ROAE: Let's go back for a second and nmake

sure we saw what was on the first page. W have the
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di fferent plan and provider capabilities taken care of,
right? And we're rewardi ng plans and providers for
exenplary quality inmprovenent performance, right?

MR. HACKBARTH: Right.

DR RONE: So | think David answered the question
adequately fromny point of viewin his recormmendation, with
respect to just getting rid of bullet one on this page and
sayi ng applying appropriate, or sonething like that. |
think that does it.

DR. NEWHOUSE: Jack, would you have CMS generate
t he appropriate standards? O would you have the
institution generate the appropriate standards subject to
CVB approval ? Because the current standard it's kind of, as
| understand it, one fromthe plan and one fromCMS. And
t he one from CM5 goes across all plans.

DR. RONE: | don't have an opinion on that. |'m
not sure. Wat do you think, Janet.

M5. NEWPORT: | think we set principles here.



10

11

12

13

14

15

16

17

18

43

This group shouldn't go to that mcro a level on this one,
Joe. | would suggest if we've got sone broad principles
then there's licensure requirenents and standards you have
to meet to be a contractor and the deenming. There's |ots of
t hi ngs there.

I"mall for elimnating the word elimnate. So
|"maligning nyself with David and Jack on that. But I
think there's sets of standards out there that are nuch
broader than we've had tinme to even think about.

DR. NEWHOUSE: That's one reason | said | thought
we should put in sone | anguage about keeping quality
assurance standards.

M5. NEWPORT: Don't we have that in the other
pi ece.

DR. NEWHOUSE: So there's no confusion about we're
trying to maintain sone standards.

M5. NEWPORT: But | thought that was acconplished

on the first page.
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MR. HACKBARTH. So what | hear is a devel opi ng
consensus to take out the first bullet, not have in the
recomrendation elimnate, have at |least in the text
di scussi on about there being appropriate standards or
expectations of both HMO and fee-for-service institutiona
provi ders.

|"m | ess clear on whether people would |ike to see
t he | anguage of bullet two change. It seens to ne we can
just handle it in the text and | eave bullet two pretty nuch
as is. Insert the word appropriate?

DR REI SCHAUER. Wiy not do what David said which
is apply appropriate quality inprovenent requirenments to
Medi car e+Choi ce plans and the institutional providers in the
fee-for-service progran?

MR. HACKBARTH. | think we're getting close to a
conclusion. Do you want to really open up -- yes, you do.
Al right.

DR. NELSON: |I'magreeing with this, but | think
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also to slide that second bullet, with the nodified wording,
in between the first two bullets on the first page. It
seens to nme that it flows. And it reduces the redundancy in
havi ng both of themright together.

It's relatively mnor, but on the other hand, it
sets in the first instance what the requirenents are for
themto be conparable and then plugs in the concept of
rewards at the end.

DR NEWHOUSE: | think this is a text point but it
goes back to Carol's point on the handoffs. One of the
things the MtC plan can do that the institutional provider
can't is try to coordinate across institutional providers.
We have this word in this bullet that says conparabl e.

Well, the institutional provider really can't be conparable
with the MtC plan on the coordination function.

DR. RElI SCHAUER: We took that out.

DR. NEWHOUSE: Oh, we took conparable out. So how

does it read?
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DR. REI SCHAUER:  Apply appropriate quality
i mprovenent requirenments to Medi care+Choi ce pl ans and
institutional providers in fee-for-service prograns.

DR. NEWHOUSE: kay. There's going to have to be
a lot of text |anguage on that.

MR. HACKBARTH. | think we're at the point of
di mnishing returns on this discussion. | think that Alan's
poi nt about the order is a good one. That it flows nicely
if we take the remaining bullet fromthe second page and
insert it in the mddle.

So as | understand it, it would be the Secretary
shoul d recogni ze differing plan and provider capabilities.
The Secretary should apply appropriate quality inprovenent
requirenents to both M+rC and institutional providers in fee-
for-service. And the Secretary should reward plans and
provi ders for exenplary performance and i nprovenent.

So | think that's the proposal on the table, with

maybe a little editing here and there. Let's do a straw
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vot e.

DR WAKEFI ELD: Real vote.

MR. HACKBARTH. | want to go back and do themall,
but I want to nmake sure that |I'mnot mssing sonething. 1Is
what | just said what people want to do on recommendati on
one? All in favor of that approach? Looks |Iike we've got
agr eement .

Ckay, so why don't we go back and do our officia
votes? Have we covered everything from your prospective?

M5. M LGATE: The one dangling question | have is
t he reason we took out conparable was to just have a broader
ability to discuss what's appropriate for one or the other;
is that correct? | want to just clarify that. Because the
pur pose of that second one, at least at first, was the
conpar abl e.

DR. NEWHOUSE: We said the Secretary should
recogni ze the difference. So in sonme sense, it then

creates...



10

11

12

13

14

15

16

17

18

48

M5. M LGATE: There was a little bit of a
distinction | heard, though, in ternms of those that started
hi gh and those that started | ow, and that that should be
applied broadly across. | think that there is enough of a
di stinction.

MR SMTH | think the other thing we were trying
to do there is enphasize the quality inprovenent ought to
apply in an even-handed way, rather than the |evel playing
field.

M5. M LGATE: Fine. kay.

MR. HACKBARTH. Ckay, let's do our votes. So al
opposed to draft recomrendati on one as anended?

Al in favor?

Abst ai n?

Draft recommendation two, all opposed?

Al in favor?

Abst ai n?

And nunber three, opposed?
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In favor?

Abst ai n?

Ckay, we're done.

DR RONE: denn, can | make a comment with
respect to the text of this chapter for our |ong-suffering
staff, before they depart?

MR. HACKBARTH:  Sure.

DR RONE: Intrying to read this over again with
a fresh view, which is not easy after all these discussions,
it struck me that in the beginning of this there's a
statenent which is really at the nub of nuch of our
di scussion that says that a concern about appropriate
application of MtC quality inprovenent standards to
different types of plans and the differences in quality
i nprovenent efforts between fee-for-service and MtC

And then you have to get to page 23 before you
find out exactly what the differences are in the rules.

Because then we go into the quality problem and everything
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el se. We're assumng that the reader understands what the
issue is that we have been grappling with of this unequal
playing field issue.

So | think that sone of the stuff that's on page
21 and 23, particularly the stuff in the mddle of 23,
there's one paragraph that really explains this difference,
shoul d be noved up. That would hel p the reader understand
why is it, what exactly are we thinking about. And then,
when we get to the recommendations, it sort of ties
t oget her.

It's a minor point, but I think it would be
hel pful .

DR. WAKEFI ELD: Just al so a couple of comrents

of the text, and I'Il give you nmy notes. | like
the fact, of course, that you reference periodically AHRQ
and its role here. Cearly, I think that this is where AHRQ
is the science armof this endeavor. CMS -- at least it's

nmy view, maybe even in broader areas but in this area,
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think especially -- is somewhat underresourced. So to the
extent that we can say here is the entity that can do the
eval uation on the denps that m ght get done, or at | east
ought to be working with themto do the eval uation rather

t han having CV5, for exanple, create the deno, inplenent it,
and maybe evaluate it solo.

So wherever we see AHRQ or an eval uation research
conponent, | think that's a lot to put on CV5. | think the
only place where it surfaced, at the |last neeting before |
wal ked out, was on that one point about CMS' capacity. |
think that's a really inportant one.

We really ought to drive that point home about the
role that AHRQ can play, as not a regulator but on the
sci ence si de.

Al so, you mght want to nention, too, that AHRQ
has been in the process of developing, with Cv5, a CAHPS
version for fee-for-service that's going into the field now.

AHRQ has been working with CM5, they're not in the field by
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any means, but to devel op a CAHPS version, a CAHPS-Ii ke
i nstrument for nursing hone related evaluations. | think
that's worth nothing.

| also think it's worth nothing that when you talk
about JCHO JCHO and CMS have pretty rmuch now reached
agreenent, | think, on sone core hospital nmeasures. That's
going to drive a lot of what the National Quality Forum does
inthis area. So there certainly are sone wonderfu
progressions that are occurring on this front.

And because you discuss these areas, that feeding
some of this -- thisis what's -- we're on the cusp of in
those different areas is probably worth noting, and I'|
give you nmy notes on it.

MR. HACKBARTH. We're done. Thank you, Karen and

Next on the agenda i s assessing paynent adequacy.
We'll have a series of discussions about various services

and these discussions, for those of you in the audi ence,
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lead ultinmately to our reconmendati ons about updates for
different types of providers. Jack and Nancy are going to
i ntroduce this.

MR. ASHBY: W're introducing the topic for all of
the services. Nancy and | have been swi tching back and
forth and | guess this nonth it's my turn.

At the last two neetings we have been discussing a
nodel that breaks the updating process for fee-for-service
down into two conponents. As we can see in our now famliar
chart the two conponents are assessing the adequaci es of
current paynments and then accounting for increases in
efficient providers costs for the next year.

Today we're ready to try our hands at applying
this nodel for our update recommendations for fiscal year
2003.

Because we have gone over this nodel at both of
the last two neetings, | was not planning to reviewthe

steps in detail again. But we did want to stress just a few
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poi nts about the process.

The first point we wanted to rmake is that the
approach that we've devel oped is not really fundanentally
different fromwhat the Commi ssion has been doing for years.
What it does if fornmalize separation of the two parts, where
before the question of whether current paynents were right
was sort of inmplicit or intertwined with the question of the
appropriate increase for the next year.

We'd like to suggest that the process m ght well
go nore snmoothly if we do, in fact, nove through the two
steps sequentially rather than just junping right to the
update. We have all organi zed our presentations around
doi ng just that.

The second point was | wanted to try and head off
confusion about the very word update. When we say updat e,
we nean the sum of these two conponent changes that we're
presenting in the nodel here and not just the allowance for

cost increases in the next year. |In the past, it hasn't
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al ways been clear what a reference to update neant, whether
it was accounting for cost increases next year or sonething
br oader .

O to put this another way, when we have seen an
update, like for exanple market basket mnus 1 percent as
just an exanple, it wasn't always clear what the mnus 1 was
supposed to represent, that we expected cost increases to be
| ess than the market basket for sone reason or that current
paynents were too high, or perhaps just that Congress needed
savi ngs.

So, at least for MedPAC s reconmrendati ons, our
hope is that the new systemw || nmake it clear why we think
t hat mar ket basket should cone with a plus one or m nus one,
or what ever

If we could turn to the next chart, | wanted to
make a related point here. In this chart, again which
should be famliar by now, we have taken the first ngjor

step, assessing paynent adequacy, and broken it down into
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conveniently called estimte, assess and

that we' ve

adj ust .

At the adjust point, we have tal ked about the

possibility of addressing distributional

process.

guestions in the

At four different places over the next two days,

believe it's four places, staff will be raising potential

di stribution adjustnents for your consideration.

stil

The thing we wanted to stress i

part of stressing paynment adequacy.

these distributional issues we're not tal

expecting one group's costs to increase

group's costs in the next year. Wat we

is the potential conclusion that perhaps

t han adequate for one group of hospitals

adequate for another group of hospitals,

what ever provider group we're on.

| eft,

Then, one last clarification.

estimate current Medicare paynents

s that this is
When we raise

ki ng about

ess than anot her

are tal king about

paynents are nore

and | ess than

or SNFs, or

In the box on the

and current
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Medi care costs. W had sone confusion at the | ast neeting
about the word current. W really didn't nmean to describe
our 1999 data as current. W all sort of suffered with that
probl em

What we're tal king about here is our best estimte
of the paynents and costs as of 2002, since our job is to
recommend an update for 2003. The last tine we had the word
measure in this box and it sort of occurred to us that when
we' re tal king about 2002, we certainly are not talking about
nmeasuring. At best, we are tal king about estimating, not
only due to data lags but due to the fact that we're called
on to nmake a recomendation for FY 2003 when we're not even
a quarter of the way into 2002.

That's a good lead-in for taking a nonent to
expl ain how we did our nodeling for 2002 paynents and costs.
In each case, we began with nearly conplete 1999 data. And
then, as we see here, we did three different things.

| have to apol ogize here. | noticed that the
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handouts got into reverse order here sonmehow. So we're on
t hi s page.

Three things we did to do our nodel. One is we
applied the updates that are in law for 2000, 2001 and 2002.
That's pretty straightforward.

Secondly, we estimated the unit cost increases
over that sane three-year period. That, of course, is not
at all straightforward, especially given that we don't have
2000 cost report data available this year, as we normally
woul d have at this point in the process. So certainly, our
esti mates have to be seen as having a nmargin of error around
them nostly the cost side.

We used alternative sources of data to estimate
t hose cost increases where they're avail able, but basically
we only had alternative sources available in he hospital
sector. None of the others really offered us anything to
work with. Then, when we did not have data, we nmade what we

think is a pretty reasonabl e assunption that unit costs
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woul d increase at the rate of the applicable market basket.
That woul d apply to all of our sectors for 2002, since
obviously that's nostly still future and that's a forecast.
It applies to all of the sectors except hospital for 2000
and 2001.

Then, the third thing that we did is nodel other
policy changes that have actually been | egislated and were
i npl enented at any tinme from 1999 on to 2003.

So just to clarify here, we're tal king about an
estimate of paynments and costs for 2002 but we have | ooked
at paynments as if 2003 rules were in effect. W thought
this was the best way to present the scenario that providers
are faced with going into the year for which we are
devel opi ng updat es.

Then quickly, on the |last overhead, this lists the
six services that we are taking on over the next two days,
along with four facility-based services that we're not

addressing right now. Rehab, psych, and | ong-term hospitals
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are all on the TEFRA paynent system which is being phased
out. There's probably little reason to focus there. ASCs,
on the other hand, it's really nore of a workl oad issue.
When time permts, we probably will want to assess paynent
adequacy in that sector as well.

So if there are any questions on the general
process we can take that now Oherwise, we'll nove up to
the first batter.

DR. RONE: Wth respect to the general process,
the nodel that's used or the goal that's used to assess
appropri ateness of current cost presumably goes back to the
goal s of the Medicare program |Is that the way it works?
You have those here in the text. You don't want to overpay,
you don't want to underpay. You want to provide access to
high quality care, et cetera.

MR. ASHBY: Right.

DR. RONE: |Is there any consideration in that --

"' m goi ng back to the old argunent Judy Lave and | had a
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coupl e of years ago here about what the right nunber is.
Here's where I'mcoming from just to give you ny sense.

"' mconcerned that a lot of these institutions, at |east the
hospital s, don't have as nuch access to the capital markets
as they used to to sustain thenselves, for a variety of
reasons. The one | used to run had its bonds downgraded
recently, et cetera, et cetera. 70 percent in California
have had their bonds downgraded.

So they don't have as much access to capital as
they used to. It's not as clear that they're going to be
able to sustain thensel ves so that the Mdicare
beneficiaries have access to quality care.

| s there any consi deration anywhere in the
formul as for these kind of econom c changes that influence
the capacity of these institutions to have capital to
i nvest?

MR. ASHBY: You'll notice on the set of boxes we

were | ooking at we did indeed |ist the cost of access to
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capital as a consideration. To the best of our ability,
we're trying to do that. It's a different thing to really
assess.

| think that we probably would be best to hold
t hat di scussion for this afternoon when we deal with
hospitals. That's where the issue has been acute and we
have sone information to put out. It's a very inportant
thing to discuss.

DR RONE: It's just that of all the things on
this list, that seens to be the one that is getting worse,
nore so than sonme of the others.

MR. ASHBY: Than sonme of the others, right.

MR. HACKBARTH. Ckay, should we proceed with SNFs?

MR. ASHBY: Hone health first, | believe.

M5. BEE: The first sector we'll discuss this
nmorning i s home health.

As we've just reviewed, the key questions for our

di scussion this norning are several indicators that |
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presented last nonth that we'll review to assess whet her
paynents are adequate in the hone health perspective paynent
system Next, we'll add sone discussion of how costs are
goi ng to change over the next year, and then begin to pul
those two ideas together in our update framework.

We do not have cost reports from agenci es under
the PPS to estimate current costs for this sector. W've
used several market factors as indirect neasures of the
rel ati onship of payments to costs. M first market
i ndi cator, according to the O G beneficiaries continue to
mai ntai n good access to care. This is true for both those
di scharged fromthe hospital and those beneficiaries that
are entering care fromthe comunity.

In the past we have seen substantial novenent of
providers in and out of this program However, in the past
two years the nunber of agencies participating in the
program has stabilized. Entering and exit have slowed. The

fluidity of this market makes entry and exit a reasonable
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i ndi cator of the relationship of paynents to costs, but ['1l]I
not e agai n though, changes in the nunber of agencies are not
a good indicator of the capacity of the home health care in
t he program

My | ast market condition, some observers expected
to see an increase in the volune of episodes. Instead,
prelimnary data suggests that many beneficiaries conplete
their care in only one episode. And if the per visit
paynents for very short episodes were too | ow, we woul d
expect to see extra visits added to avoid | ow revenue
epi sodes. Instead, the proportion of episodes with four or
fewer visits has remai ned about the sane as it was before
the inplenmentation of the PPS.

In our overall analysis of these market
conditions, we find no conpelling evidence that current
paynents are not adequate.

The next step is to estimate how providers' costs

wi || change between 2002 and 2003. CQur default neasurenent
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of changes in the price of inputs used to provide hone
health services is the forecasted market basket. Changes in
t he product nmay cause costs to grow nore slowy than the
mar ket basket .

| ncenti ves have been changing. The old cost-based
system had only weak incentives for efficiency. The cost
limts under the I PS encourage better supply use and nore
efficient travel. Under the PPS, episode paynents are the
sanme whether 30 visits or 16 visits are delivered. W would
expect the nunmber of visits to decrease under the
prospective paynent system as we encourage the nmanagenent of
costs within an epi sode.

On this indicator, as the Comm ssion has noted,
t he absence of clinical practice standards al so constrains
our ability to relate differences in service use to failure
or success in neeting programgoals. Declining use can be
indicative of greater efficiency, a shift in care toward

restoring i ndependence and away from fostering dependence,
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or a failure to neet the needs of the chronically ill. It
is very difficult to interpret this data.

The prelimnary data that we have seens to suggest
that visits per episode have been declining under the PPS.

In HCFA's PPS denonstration, prospectively paid
agencies significantly decreased the nunber of visits per
epi sode conpared to agencies still paid on costs. However,
prospectively paid agencies in the denonstration al so
i ncreased their costs per visit. This corroborates
anecdot al evidence that visits under the PPS are | onger,
maybe nore expensive visit types are replacing | ess
expensi ve ones, an increase in the use of therapy and a
decrease use of hone health aid, and the use of non-visit
services such as renote or telehealth nonitoring or advanced
wound care techni ques have increased.

Thus, decreasing visits per episode will lead to
decreased costs per episode only to the extent that it is

not offset by rising costs per visit.
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In the face of such uncertainty regarding both the
current relationship of cost and paynents and |ikely changes
in costs, market basket could be an appropriate update. The
update in current law for this sector is market basket m nus
1.1, which we could also find is within a range of
appropri ate update factors.

My last slide brings two policies to your
attention that both have paynent inplications for this
sector. The so-called 15 percent cut currently schedul ed
for October 2002 is the | ast phase of a process begun in the
BBA of 1997 to reduce spending on home health services. |If
i npl enented, this policy would reduce the base rate of the
PPS.

The | egislation which started the transformation
of the home health system was conceived in an environnment of
hi gh and escal ati ng hone heal th spendi ng. The changes were
i ntended to reduce spending and redirect the benefit towards

shorter, nore intense episodes. Qur data seens to indicate
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Total Medicare spending on horme health fell 52
percent from 1997 to 1999. Fewer beneficiaries per 1,000
Medi care beneficiaries use hone health. The vol une of
visits per user has decreased. Total average hone health

| ength of stay has declined. And the proportion of hone

68

heal th users who use therapy, a relatively intense service,

has i ncreased and the use of hone health aides, a relatively

low intensity service, has decreased.

So we now have much | ess spending on a horme health

benefit that seens to provide nore intense services in fewer

days to fewer people. Wthout clinical standards or a clear

definition of the benefit, we still cannot know if we've

achi eved the long-termgoal of buying appropriate services.

However, evidence suggests that the short-termintent of the

process begun in the BBA has been substantially achieved.

The options that we could consider regarding this

policy would be perhaps to elimnate the cut or to postpone
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t he cut.

The second policy with substantial paynent
inplications is the 10 percent add-on. BIPA |egislation has
provi ded a 10 percent higher base rate for honme health
services provided to beneficiaries who reside in rural
areas, which is to say outside of MSAs, since the
i npl ementation of the PPS. This add-on is scheduled to
sunset in April of 20083.

In June of this year, the Conm ssion concl uded
that the new PPS should work equally well in both urban and
rural settings based on our analysis of the conponents of
the PPS. And we have no evidence that PPS paynents
generally are not adequate relative to costs.

However, in June we thought it was possible that
rural costs per patient could be higher than urban costs due
to smal |l -scal e of operations, the distance travel ed between
patients, and differences in the use of therapy.

We do not have neasurenents of paynments and costs
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inrural areas but we do know this: discharge planners at
urban and rural hospitals were able to place Medicare
beneficiaries in home health at simlar rates.

We have no data on the volune of care in rura
areas since 1999. However, the nunber of hone health users
per 1,000 beneficiaries declined significantly nore rapidly
bet ween 1997 and 1999 in rural areas, down 26 percent, than
it did in urban areas, down 19 percent. And the rate of
exit of agencies in rural areas was greater than that in
urban areas.

Agai n, we have no evidence to suggest that
paynents are over adequate or inadequate for the system
generally. It is possible that costs differ in rural areas
but we have no neasurenment of rural paynents and costs.

G ven this uncertainty, it nmay be appropriate to continue
t he add-on paynent for one nore year.
The two options we could consider regarding this

policy are that the rural add-on not be allowed to sunset in
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April of 2003 but be instead extended for one nore year.
This you could characterize as a risk-adverse option. |If we
wi sh to be cautious about reducing paynments by 10 percent

wi t hout evidence about the current adequacy of paynents, we
may urge the extension of the add-on.

Option two would be that the rural add-on should
be allowed to sunset as currently scheduled, in April of
2003. On the other hand, we have argued agai nst speci al
paynment provisions of just this sort. |If there are
shortcom ngs in the PPS, we shoul d diagnose the mal ady and
cure it, rather than apply a one size fits nost bandage to
t he synptons.

Thi s concludes ny prepared remarks and brings us
to the action itens for our discussion today on this sector.
Staff asks the Conm ssion to consider recommendations on the
adequacy of the base rate, the update factor, the 15 percent
cut, or the rural add-on.

DR. LOOP: This is an informative chapter.
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t hought your concl usi on about the base paynent being
adequate is possibly premature because we are only at the
end of the first year of PPS and you point out, in the text,
that you don't have cost reports from agencies under PPS to
estimate the current costs.

So what | think you' re saying is in the absence of
data, everything is fine. And I'mnot sure that's correct.
|"d like to hear from Carol, who's the real expert in this
ar ea.

M5. RAPHAEL: As | step back, my nmain concern is
that we try to maintain sone stability in this sector.
think you have to |l ook at the |ast three years, where we
went from a cost-based rei nbursenment to an interim paynent
system to a prospective paynent systemw th no transition
at all provided.

And so ny owmn viewis that we need to do watchfu
wai ting and not draw any conclusions at this juncture or do

anything that would further destabilize this sector.
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| think that you're right, Sharon, in making the
poi nt that Congressional intent was to try to change the
incentive so that volume would not continue to increase and
totry to restrict the benefitting carve-out to sone degree,
the part that was perhaps attributable to long-termcare
supportive services. And we, in this Comm ssion, should be
encouraged by the fact that we were worried about stinting
and attenpts to try to utilize the fact that you coul d have
unlimted episodes and this LUPA or short visit portion.

And the prelimnary data, in fact, indicates that,
as Sharon pointed out, 90 percent of the patients getting
care in the top diagnoses are getting it within one episode.
And what was estinmated to be the percentage of these short
visits is, in fact, very close to what we're seeing. And
peopl e are not giving someone a fifth or sixth visit in
order to bunp theminto the higher paying episode. So |
think that all, for nme, is quite remarkabl e and reassuring.

| think that are sonme dynam cs that are inportant
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here. One is that all of us have had to invest in
t echnol ogy and many organi zati ons don't have access to
capital to make those investnents in technol ogy, because we
had to do a systemfor interimpaynment, a systemfor
something that | won't even go through which is quite
esoteric called sequential billing. W had to do a system
for prospective paynent.

So in the course of three years, we've had to
i npl enent three major billing systens that are quite costly.
| think that is an issue for the sector. |In addition, |
don't think we know enough about what's happening to the m X
of visits. W knowthat visits are declining. All early
i ndications lead us to that conclusion. But we don't know
exactly what the conponents of the new epi sodes of care.
And we al so don't know exactly how | ong these visits are,
what has happened to productivity.

| think there are issues in the home health sector

that are different fromsone of the other sectors, because
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it is hard to substitute service. | nean, there's a |ot of
tal k about telenonitoring. My own viewis that is not in
wi despread use. It has not gone through diffusion yet.
It's sort of a few boutique prograns.

W can't substitute licensed practical nurses and
nursing assistants to the sanme degree that other sectors
have. So I think this whole issue of substitutability
needs to be exam ned in much greater depth.

So ny own kind of sense on all of this, at this
point, is that we shouldn't junp to quick conclusions, that
we shoul d keep kind of watching and nonitoring how this
evol ves.

MR. DEBUSK: | think there's sonething el se here
we m ght take note of. In the post-acute area, we've cone
up with sonme prospective paynent systens that have not been
too successful. And here, this OASI S system which has 80
categories, I'msure there's sone further refinenment but

there m ght be a chance that we've done sonething pretty
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close to being right here.
W mght take note, as we go forward at | ooking at
t hese other systens in the formof assessnent and naybe

expand upon sone of this for this post-acute area.

So all inall, I think this has worked pretty
well. But | think we should stay where we are at. | don't
think we can stand to cut at this point. | don't think we

need to break it if it's not broke. W need to take a
further | ook.

M5. BURKE: Two things. One going to Carol's
point. | think | absolutely agree with what she has
suggested about the need to allow sone stability to occur
for a period of time. | wonder if, in fact, we mght not
comment in the text on that fact. Not only do we not have
the data to be able to nmake an adequate deci sion on an
adjustnent but, in fact, what the sector has dealt with over
the last three years in terns of the inplenentation of a

variety of systenms that have had an inpact on that
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particul ar sector, | think we mght in fact conment on that
specifically.

| also worry, frankly, as |I |ook at what we'l]l
have to | ook at going forward, as to whether or not in fact
we believe that within a year -- because the coment is to
delay for a period of tinme -- whether we think a year, in
fact, is going to be adequate to give us the information
necessary to nake a decision both on the cut as well the
rural adjustnment.

My experience, old as it is, is that it never
happens as quickly as we anticipate and the data is never
very good very quickly. So I wonder if, in fact, we ought
to say that there isn't going to be this issue of whether or
not the data is going to be adequate within that period of
time, whether we'll have enough on the books. My guess is
we won't, but | wonder if we mght not nmake a conment on
that as well, as to how quickly.

Because again, | think the sector needs sone
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stability for a period of tinme, which is not to suggest you
want to pay at an inappropriate |evel for any extended
period of time. But | also think we do tend to rush to
judgnment and it's not clear to ne how quickly we'll get that
kind of information, for the reasons that Carol suggests.

MR. HACKBARTH. Sharon, any reaction to that
point? It nmakes a | ot of sense to ne.

MS. BEE: | guess ny question would be would the
recommendati on then be for sone kind of postponenent in a
unit larger than one year? Does that nove you toward
t hi nki ng about elimnating the 15 percent cut as a
recommendati on? How far down that road do you want to go?

MR. HACKBARTH. M thinking about it would be not
to elimnate it entirely, but stretch it out for what we
think is a reasonable period that will allow us to eval uate
these things. | don't know if that's two years or -- but to
every year cone back and say is this the year that we're

going to have the 15 percent cut doesn't appeal to ne as a
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process.

DR. NEWHOUSE: | was actually coming fromnuch the
sanme place Sheila was but | was going to see her and raise
her one. | don't have any confidence that in a year, or
even two years, we'll be in a nuch better place. | have not
probl em wi th postponing the 15 percent cut and postponi ng
the rural sunset provision.

But | thought we ought to add a recomrendati on
here, and probably in the SNF chapter and naybe sone others
as well, that probably AHRQ shoul d be given some noney to
research standards in this field. | nean, home health has
been incredibly labile, as we all went up |ike a rocket and
then down |ike a stone. Nobody seens to have much of a clue
about what happened during all that period.

| think at the rate we're going, we're likely to
be in that position dowmstream So to get us out of that
box, and I think it will take a few years, we need to put in

sone kind of recomendation for research on judgi ng
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per f ormance, adequacy, however we want to couch the words.
But the idea is to essentially inplenment Jack's box on

j udgi ng changes in the product. | don't think we know what
we' re doi ng here.

DR RElI SCHAUER: Just as a matter of interest,
when we have suggestions like this it would be nice to know
how many billions of dollars we're tal king about. But
havi ng said that and nade nyself appear to be a budgeteer,
let me say that | would go one step further than either of
my two esteened colleagues, and | would say it's tine to
recommend elimnating the possibility of the 15 percent.

| see no evidence here that we could be anywhere
near 15 percent overpaying these entities. If we're
overpaying them and | kind of think fromwhat | read in the
tea |l eaves that that isn't the case, it's a percentage point
or two. And isn't that what this new framework i s supposed
to pick up later on? So why add uncertainty? Let's just

bite the bullet and nake a recommendati on saying no 15
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percent cut. And then if it turns out well, that was a
little bit wong when we cone back three years from now or
two years fromnow or whatever, it will show up in this new
framework as a base paynent that's a little out of whack

Going on to the base paynent discussion, which Joe
started, | was going to say sonething when Jack was up there
about this framework. That is that | think one of the
questions should not be sort of product but quality, because
for sone of these sectors that we're tal king about |ike hone
health, in effect, Medicare is the ganme for all practical
purposes. You |l ower the paynents and costs are going to
come down. By definition, there's nowhere else for themto
go.

We can | ook at access but one access is one
di mension of a nmulti-di mension output. The other dinension
is quality really. The quality can be deteriorating and
it's highly likely that we can't say a whole | ot about it,

but we should at | east make the world aware of it, that this
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is inmportant.

M5. BURKE: Bob raises quite a good point because
presunmably there's been sonme adjustnent in the baseline.
What, in fact, did they carry in the '02 baseline for the 15
percent? And do we know what they carry in the '03 for the
10 percent?

M5. BEE: | can certainly bring you the estinmates
t hat we have on this.

M5. BURKE: Sonebody will have to eat that, we may
as well know what it is.

DR ROSS: It will be revised between actually now
and when we neet next, to set new baselines.

DR REISCHAUER: | don't think that should affect
our decision, but it just mght nean that we know how nuch
arnor to put on when we nake it.

MR. HACKBARTH: Any ot her comments? What about
the rural piece?

DR RElI SCHAUER: | think there's a |l ot of reasons
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sone nore informati on cones in,

continue for a year or two until

as opposed to the other.

DR. WAKEFI ELD: Can | just be on the record to

affirmthat good point? | hate to lead on rural. You

notice that | stepped back or sort of stayed in the weeds.

But

want to nake sure |

get

we're early on in our experience,

envi r onnent ,

|"'mw th you, Bob. | want you to know that.

DR REI SCHAUER: | figured |

[ Laught er. ]

was your front guy.

DR RONE: | agree with Bob's recomendati on but

understand the logic here so we don't

83

into atrap. | want to nmake sure we're not saying that

appropri ateness of the current paynents.

data avail able to us,

want a 15 percent cut

we're in a data-free

And based on the

we therefore decided that we don't

because we can't both have the data

on the one hand and have enough data to indicate that this

cut

i's not appropriate on the other

hand.

we really don't have enough data to assess the
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So we need sone bridge between those to nake sure
that we are nmaking a statenent that says that even though
the data are early and inconplete it's quite clear, based on

them that it's highly unlikely that a 15 percent cut would

be appropriate. |Is that what you're saying?
DR REISCHAUER. | don't think it's true that we
have no data. | nean, we have data through June of this

| ast year on nunbers of agencies on visits, on things |ike
that, which would be flashing red lights if we were paying
15 percent too nmuch or 20 percent too little. That's al

| "' m sayi ng.

DR RONE: | think that's what |'m saying.

DR ROSS: | just wanted to weigh in with Bob on
that. The 15 percent is a big nunber. Wen things are off
by that nuch, you will see entry, you will see other
changes. And it falls on the heel, as Sharon said, of a 50
percent reduction in spending. Those are big changes.

MR. HACKBARTH: Just for ny information, the 15
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percent cut is froman old baseline. So it would actually
be a 6 percent cut, if | read the material, from current
levels; is that right?

M5. BEE: W' Il get an updated estinate from CVS
on what that would be. They're right now working on
plugging in the nost recent data avail able to make that
estimate. But that's correct.

MR. HACKBARTH: Roughly, sonething |ike that.

M5. BEE: That's my inpression.

M5. RAPHAEL: | just wanted to reaffirmwhat Joe
said. | do think we need to look into this further. This
52 percent drop in expenditures in the course of two years,
and the drop of beneficiaries per 1,000, needs to be
explored. And we really need to gain sonme better
under st andi ng of what is going on.

Because once again our main nmeasure of access is
tal king to discharge planners in hospitals. W know 38

percent of the people who cone into the systemcone in
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t hrough physicians and the cormmunity. W just really need
to have a better sense to just feel confident that access is
not dimnished in this area.

MR. HACKBARTH. W still need to do the SNF piece
in the next 25 minutes. Have we gotten to a point on hone
heal th that you, Sharon and Murray, have what you need?

M5. BEE: Yes.

MR. HACKBARTH. Ckay, so what |1'd like to do is
nove ahead. Thanks, Sharon. Sally?

DR. KAPLAN: Now we're going to tal k about SNFs.

At the end of mny presentation on paynent adequacy,
you'll need to give ne a sense of the direction of your
deci sions, where you think you' re going. There are four
deci sions that you need to nake between now and the January
neeting, or between the end of January neeting.

First, whether the base paynent is too high, about
right, or two low. Second, you'll need to decide whether

the distribution of paynents is appropriate between
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freestandi ng and hospital -based SNFs. |If you decide the
distribution is inappropriate, you may want to do sonething
about it. And finally, the update.

W'l stop for you to discuss the decision points
on paynment adequacy before we tal k about the update for
fiscal year 2003.

In deciding if paynents are adequate, we first ask
if costs are appropriate. SNF costs were very high under
t he cost-based paynment system There was rapid growmh in
Medi care spending for SNF care from 1990 to 1996, averagi ng
23 percent increase per year. Most of this increase was due
to growh in ancillary services for which SNFs were paid on
a cost basis. Both the GAO and the O G have consistently
mai ntai ned that costs were overstated during this period.

Under the PPS, SNFs had roomto cut their costs
and they apparently did, by renegotiating contracts for
t herapy and drugs, by substituting | ow cost enpl oyees for

hi gher cost enpl oyees, and by cutting therapy staff.
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Freestandi ng SNF costs appear to be appropriate.
Their costs per day decreased from $305 per day in 1998 to
$240 in 1999. Hospital-based SNF costs, however, are much
nore difficult to interpret. Hospitals have historically
al l ocated costs to their SNFs, making those costs
overstated. How nmuch those costs are overstated is not
known. The estimate on hospitals' cost allocation to
out patient departnents is 15 to 20 percent, but we don't
know whet her hospitals allocate nore, |ess, or the sane
percent age to SNFs.

Jack described pretty much what we do i n nodeling,
but 1'd like to bring up several points, because we're
consi dering an update recomendation for fiscal year 2003.
W' ve al so consi dered four paynment policy changes schedul ed
to occur in that year

First of all, SNFs will be paid at 100 percent
federal rate in 2003, which is the end of the phase-out. W

included the tenporary rate increase that remains in effect
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until the RUGIII classification systemis refined. That is
6.7 percent increase for rehabilitation patients and a 20
percent increase for nmedically conplex patients.

W did not include two tenporary rate increases
that expire in fiscal year 2003 under current law. That's a
4 percent increase across the board and a 16. 66 percent
i ncrease in the nursing conponent base.

|"'mgoing to show you the results of our nodeling,
but I want to point out that nmargi ns woul d have been hi gher
in 2000 and 2001 than in either 1999 or 2002 because of
these two additional add-ons. But those margins will not be
reflected in the table you'll see next.

M5. BURKE: Sally, could you repeat that again?

DR KAPLAN: We don't have 2000 and 2001 on this
tabl e that you see right there, and they woul d have been
hi gher, margi ns woul d have been hi gher than either in 1999
or in 2002.

DR. ROWE: Because of these extra paynents.
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DR. KAPLAN:. Because they have these extra bunp-
ups that are not included in 2003.

On this table we show margins for 1999 and three
estimates for 2002. The first estimate uses costs as
recorded by SNFs. The next one assunes that hospital-based
SNFs costs were overstated by 20 percent. And the third one
assunes that hospital -based SNF costs are overstated by 30
per cent .

The situation is full of uncertainty. W know
that hospitals allocate costs to the SNFs but we don't know
how much. How much they allocate, however, has a big effect
on the overall SNF margin. Even with this uncertainty,
however, you will have to deci de whether the base rate is
adequat e.

The other factors that we exam ned, besides the
mar gi ns, do not suggest that the base rate is inadequate.
The |G found that beneficiaries have had stable access to

SNF care in 2000 and 2001. Freestanding SNFs have stayed in
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the program |In contrast, over 400 hospital -based SNFs have
dr opped.

Qur best estimate is that overall estimated
mar gi ns range from between zero and 3 percent, depending on
how much hospital -based SNF costs are overstat ed.

DR RONE: Is that Medicare nmargin?

DR. KAPLAN: Yes, it's Medicare margin.

s the distribution of paynents appropriate? The
mar gi ns suggest that the distribution is not appropriate.
Payments are nore than adequate for freestanding SNFs and
| ess than adequate for hospital-based SNFs. 20 percent of
hospi tal - based SNFs have | eft Medicare, which al so suggests
t hat paynents are | ess than adequate.

There are several reasons for the difference
bet ween hospital -based and freestanding SNFs. First of all,
we' ve already tal ked about the cost allocation. Second is
the classification for the SNF PPS. The RUGIII is based on

a patient assessnent instrunment that does not collect the
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informati on needed to account for the needs of the nore

acutely ill patients found in SNFs. Also, the RUGIII does
not appropriately target paynments to the costs of providing
SNF care, especially to patients needing costly ancillaries.

In our analysis of APR DRGs | ast year, we found
that hospital -based SNFs case nmix index was 11 points higher
than freestanding SNFs. W don't know how nuch of a
difference in costs this represents.

Anot her difference between freestandi ng and
hospital -based SNFs is staffing. According to a study by
CVB published | ast year, hospital-based SNFs have much
hi gher staffing, nore licensed direct care staff than
freestanding facilities.

| f you agree that the distribution of paynments is
i nappropriate, then you need to decide whet her an adjustnent
is warranted. The best way to fix a distribution problem
caused by the classification systemis to fix the

classification system However, that is easier said than



10

11

12

13

14

15

16

17

18

93

done, as CMS has denobnstr at ed.

CVME' attenpt to refine the RUGIII in 2000 fail ed.
That failure, in part, resulted in our reconmendation that
CVB devel op a new classification system However, 2006
woul d be the earliest that a new system woul d be avail abl e.

A tenporary fix mght be to have different updates
for freestanding and hospital -based SNFs. However, that
woul d translate to different basis and different basis m ght
be a solution that would not be tenporary. Politically, it
is sonetines very difficult to get rid of tenporary fixes to
paynent systens to begin with, and especially if they're in
t he base.

A third alternative, which is not on the slide,
woul d be to use Congress' nethod, and that is to have an
add-on for hospital -based SNFs. That would be easier to
elimnate because it wouldn't be in the base.

|"d like you to discuss paynent adequacy before we

move to tal king about the update, and that is whether the



10

11

12

13

14

15

16

17

18

94

base rate or pool of noney for SNFs is adequate, whether the
di stribution of paynents between freestandi ng and hospital -
based SNFs is appropriate, and if not, what should be done
about it. Then we'll talk about the update.

DR ROSS: Sally, I'"'mgoing to suggest to you,

j ust because of the tine, just go through what the narket
basket and current |aw --

DR. KAPLAN: Ckay. The next slide is just sone
t hi ngs you need to know about the update. First of all, any
adj ust ment you decide on will carry over to the update
decision. Current law is market basket mnus 0.5 percent
and the | atest market basket forecast is 2.8 percent.

You need to consider whether an update of market
basket woul d be adequate, whether current |aw is adequate,
and all of that in the context of the various uncertainties
we' ve tal ked about.

The last table in your handout is really to help

you think about making your decisions for the update.
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That's it.

MR. HACKBARTH. Sally, help ne connect sone of
these ideas. W believe that the hospital -based SNFs have
sicker patients. W're unsure how rmuch that increases the
costs, but our hunch is that it does increase the costs. In
at | east sone areas, a |lot of the hospital -based SNFs are
goi ng out of business. W don't think that those sicker
patients are having problens getting access to care. W
don't see any evidence of that. | assune that means nore
of them are now showing up in freestanding SNFs and the
freestandi ng SNFs are doing well financially.

Does that nmean that the freestanding SNFs are
doing a nore efficient job of handling a grow ng popul ation
of sicker patients?

There are all sorts of lags in terns of the
i nformation.

DR. KAPLAN. First of all, we have case mx for

1999, is the latest year we have the case mx. W don't
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have the clainms for 2000, the SNF clains for 2000, yet.

| assune that those patients either would go to
freestanding SNFs. | can't envision that a hospital-based
SNF woul d necessarily take a patient from another hospital.
| would assunme, and | have nothing to base this on other
than my intuition and having worked in a hospital, that they
woul d take their own patients but they woul dn't necessarily
take the high acuity patients from another hospital.

MR. HACKBARTH. Particularly if you're losing a
| ot of noney.

DR KAPLAN: Yes. The access statistics have
stayed basically stable, 2000 to 2001. It is possible that
hospitals are keeping patients longer. The hospital |ength
of stay has gone up sonmewhat in the recent years that we
have statistics for

DR, REISCHAUER | actually want to conme at this a
little different way and ask Ral ph and Jack a question,

which is does it nmake a | ot of sense for hospitals to run



10

11

12

13

14

15

16

17

18

97

SNFs? 1s their cost structure, because of unionization,
different agreements with nurses, et cetera, such that to
produce the sane product is just nuch nore expensive?

And what we see when we change the paynent policy
is that this was brought hone to hospitals, and so we
shoul dn't worry trenmendously if we see the hospital-based
SNF capacity of the nation shrink rather substantially
because it was artificially high? And does the transfer
policy have anything to do with this, as well?

DR. RONE: M response | guess would be a couple
points. One is, it certainly makes a | ot of sense based on
t he fi nanci ng mechani sm because you can i nmagi ne a system
where a hospital gets a DRG paynent for a Medicare
beneficiary and then fairly soon into the discharge
transfers the patient to a SNF bed within the sane
institution and starts collecting a per diemfor the sane
patient.

So fromthat point of view, to whatever extent
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that used to occur, that was a relative incentive for
hospitals to have SNF beds within their facilities. | think
that's inportant.

| think there have been sone changes with respect
to that, particularly transfer policies and other things,
whi ch nmay be at the basis of the reduction in the nunber of
participating hospital -based SNFs that you can see.

Fromny point of view, | think that the major
reasons to have themwere clinical. That is the physician
who was the primary physician, who nay have operated on the
patient's hip or heart or something, was able to continue to
see the patient in the SNF. That rehabilitati on prograns,
whi ch are very inportant prograns, that inpatient acute
rehab, would also be able to be established in the SNF area
and treat those patients and use the sane, in fact, facility
for the rehab that the patients could be transported to.

There were these programmatic, clinical

supervi sory reasons which really inprove the quality of
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care, were very physician friendly, and nade these kinds of
units very attractive to have within the facility. That's
nmy thought. Ral ph?

MR MIULLER: | would build on that in part by
saying that the intellectual nodel of the last eight, nine
years of trying to have integrated systenms and avoid sone of
the difficulties of hand-off of patients fromone setting to
anot her, which we all know are very difficult to execute in
practices versus whatever one mght think in theory, cause
people to try to control as much of these production
processes as they could, even though the cost structure may
have been inappropriate and unwi el dy when you have the
overhead of a hospital being allocated to a SNF. So | would
second what Jack has pointed out.

| would al so say that insofar as one thinks one is
| osing 50 percent on it, people will get out of that
busi ness very quickly, no matter what their concerns about

i ntegration, because you can't afford to | ose 50 percent of
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mar gi n.

| want to add to that, though, by saying there's
this assunption that you must be around a | ot nore
sophi sticated hospitals than |I've been around where these
peopl e allocate costs right and left, back and forth. You
have to ultimtely have your costs add up to 100 percent on
a Medicare cost report, so this notion of people noving back
and forth.

Now | want to say if, in fact, costs have been, in
t hat sense, over allocated to SNFs and now t hese astute
hospital executives will start allocating them nore
appropriately, that will add costs back to sone ot her
program nost likely the inpatient program And that should
af fect our discussion |ater about maybe there's costs there
that are com ng back to the inpatient programthat are
understated. So we have to |look at that in a symetri cal
way.

| do think it's fair to say that within this exit
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the exit

of hone health, but it will continue to occur at these kind

of negative margins. So | think we do have to | ook and see

whet her there's a progranmatic reason,

have these patients have access to this care.

as Jack indicated, to

| think there probably was too much of an

incentive to go that way financially that added to the

clinical inperative that Jack nentioned, and it may go too

far nowif we take themall away.

DR. WAKEFI| ELD: | have three comments.

Fi rst of

all a coment on the text under the appropriateness of

costs. You've got sone good references about how SNFs have

been able to cut costs by substituting | ower cost

hi gh cost | abor.

t hi ng when it can happen,
decline in quality of care.

there is, but there is the other side of that,

of that picture.

| abor for

| think all in all that's always a good

|'d al ways kind of want to have,

and there's not an acconpanyi ng
Which isn't to suggest that

the flip side

to the
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extent one could, an ear toward that.

This by itself, doesn't necessarily speak to ne as
a good thing for a Medicare beneficiary. It mght be
exactly a good thing, both in ternms of |owering costs and
mai ntaining quality, but if we don't know the flip side of
that, that's always a bit of a concern to nme and sonet hi ng
that's hard to get at. But keeping your finger on that side
of the equation, | think, is inportant. By itself it
doesn't make nme feel terribly confortable.

Secondly, | thought that the margins data on table
two, obviously in terns of rural, are a little bit
di sconcerting, especially hospital -based rural nargins, and
even freestanding. It's good, at least it's in the positive
side. But they're not wal king away with a bank here, it
woul d seemto ne.

The | ast comment that | wanted to nake is with
regard to relying on the G s querying of discharge planners

and their ability to access SNF services for Mdicare
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beneficiaries, | may think that is about the best we can
come up with. And that is they say that generally speaking
there's not a problem

But 1'd say again, froma rural side, just a
guestion that nags a little bit at the back of ny head.
Wuld this still be the case if we asked that question of
Medi care beneficiaries, for exanple rural Medicare
beneficiaries? That is, do they have good access? They
m ght have access. |Is it anywhere near where they live? |Is
it inatow near where they live? O is it the fact that a
di scharge planner can put themin a SNF, but it's not
sonething that's available to themin sonme geographically
reasonabl e area?

It's just trying to look at that question a little
bit fromthe beneficiary side. | certainly don't know the
answer to that. |'mjust saying that the discharge planning
pi ece probably gives us one part of the picture, and there

may or may not be another part to that picture.
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DR. LOOP: | think the reason that |arge hospitals
still have SNFs is because of the clinical followup. |
think Jack's answer is correct. But the reason they also
| ose noney is that the severity of illness is a |ot greater
i n hospital SNFs.

So maybe we shoul d recomend that through the APR-
DRG systemwe add that CM rating to the RUGIII to try to
differentiate the type of patients that are in freestanding
versus hospital -based SNFs so that we can rei nburse the
hospi tal -based SNFs if, indeed, their severity of illness is
wor se.

DR. KAPLAN: | think that nay be one of the
alternatives that they're investigating for a new
classification system The difficulty is it wouldn't happen
until 2006 at the earliest.

DR. LOOP: Wiy would you have to wait? Qut of
curiosity, why do you have to wait until 2006? | nean,

there may not be too many nore hospital -based SNFs by 20067?
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DR. KAPLAN: | think it takes several years to get
a new systemin. And they're still just at the begi nning of
testing alternatives. They just started on that this
sumer. |I'mjust trying to make you be realistic that we're
not going to see anything before 2006. |It's actually fiscal
year 2002, now. The report to Congress is for January 2005,
so we figured a year after that.

DR. RCSS: Sally, | think Floyd' s point was, could
you do something blunter in the interim which is what the
Congress tried to do in the |last couple of rounds of
| egislation, although it's worth noting that the first tine
they did this to try and attach noney to the nmedically
conpl ex and nost expensive categories of patients, by the
time the legislation was done they had expanded that |i st
not quite across the board, but the anpbunt of nobney they had
to spend essentially got diluted across many nore
cat egori es.

It may be worth revisiting that, and asking if
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shrinking that nunber of categories mght be a crude proxy

for getting at the higher case m X

M5. BURKE: Sally, | just had a factual question
to ask. To what extent are swi ng beds still in place and
play a role in this at all? They're rural. They' re an odd

sort of connection to many of these smaller hospitals.
Access and issues have al ways been traditionally a part of
what we ook at in that context. But to what extent do they
play in any of this?

DR. KAPLAN: | think they play in the access
issue. They really don't play in the PPS yet. They will be
in the PPS as of July 1 of next year, 2002. And they wll
be pai d under the PPS.

My understanding is they will be advantaged by
bei ng paid on the PPS on that basis.

M5. BURKE: Just to close the |oop. At sone point
we ought to think about the broad application of all these

i ssues with respect to SNFs and what happens with those
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units as well, and what if anything we want to say about
that. It's a very small universe, but for the people that
have them there, sort of a critical conponent to this
delivery system

MR. HACKBARTH: We're down to our |ast few m nutes
now and | want to nake sure that we give Sally what she
needs to prepare for the next neeting. So if we can keep
our comrents brief, that will be hel pful.

MR. MIULLER: When the post-acute alternatives
di m ni sh, whether it's through these hospital -based SNFs or
home care and so forth, one alternative clinically is
obviously also to keep the patient in the inpatient setting,
whi ch di scharge planners do because that's the safest
alternative for them So one thing, again it may take a
while for us to see that, but certainly in my nost recent
U K experience | really see the effect of not having post-
acute care. They stack up the hospitals.

So | think one thing we have to be sensitive to in
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| ooking at this, if these trends continue in any way, is
there a kind of stacking up at the end of stay rather than
going to the post-acute setting?

MR. HACKBARTH. Strictly on this point?

DR. NEWHOUSE: It's kind of where we're going.
Because the consensus, as | heard it, was for nore noney for
t he hospital -based SNFs, but | think we need to have sone
di scussi on of what magnitudes we're tal king about, if that's
where we' re going.

MR. HACKBARTH. In fact that's the |ast piece |
wanted to get to.

DR. REI SCHAUER. One of the things both Sally and
Sharon asked for guidance on was the update since the base
seens to be okay, maybe except hospitals. W didn't talk at
all when Sharon was here about the market basket mnus. And
the mnus for honme health was 1.1 percent. The situation
for SNFs is 0.5 percent.

| " m wondering about the |ogic of having different
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m nuses here. | presune this relates to unnmeasured and
unobservabl e productivity inprovenents. |If | were sort of
ranki ng i ndustries or whatever sectors by potential for
productivity inprovenent, it would depend very nmuch on how
technol ogically oriented, capital versus |abor oriented,
they were. And hone health woul d be down near zero, as far
as | was concerned. SNF would be a little bit above it.

Do you want us to tal k about that kind of thing?

DR. ROSS: You're greatly overestimating where
t hose two nicks came from

DR. REI SCHAUER: | know t hey have to save noney,
but I nmean, we're trying to do this in a rational way going
forward, right? Not to preserve irrationality, right?

MR. HACKBARTH: They are artifacts of the
Congr essi onal budget process, as opposed to estimates of
productivity inprovenent, as you know better than any of us.

DR. REI SCHAUER: For which | claimtotal

i nnocence.
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[ Laught er. ]
MR. HACKBARTH. So | interpreted the fact that we
weren't dwelling on themwas just a recognition of their

origin and that we ought not be driven by them

DR. REI SCHAUER But if they're crazy, then they
create a problemw th the base paynent in the year or the
year after. So maybe we can solve the problens before they
arise, rather than after they ari se.

DR ROSS: | think in both of these settings, the
el ephant in the roomis not the mnus 1.1 or the mnus 0.5.
If you |l ook at hone care, it's the 15 percent, or whatever
it will turn out to be, paynent change schedul ed for next
year. And if you look at SNF care, if you |l ook at the
margi ns that we've presented, it wouldn't seemthat m nus
0.5 is going to be the story in that, in terns of paynent
adequacy.

DR, REISCHAUER: |I'mjust trying to nake nyself
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Carol's nost favorite conm ssioner.

M5. RAPHAEL: A couple of points. Sally, as |
recall froma study that was done |ast year, and |'m
wondering if you can just update us. | have three points to
make.

The first is | seemto recall that there had been
a study that showed there was no significant change in case
m x over the |ast decade in nursing hones. No? Aml..

DR. KAPLAN: |I'mnot famliar with that study.

And are we tal ki ng about nursing hones or SNFs?

M5. RAPHAEL: SNFs. Was there any work done
taking a look at the mx of patients in SNFs?

DR KAPLAN: Not that I'mfamliar with. G her
than what we did, which was the APR DRGs, which was strictly
SNFs and it was using the APR DRGs. And we showed that case
m x went down from 1995 to 1999 a little bit.

| nean, it wasn't radically different. And that

the difference between the hospital -based SNFs and the
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freestandi ng SNFs case m x, and al so we had swi ng beds in
that as well. But the difference between the hospital-based
and the freestanding was 11 points. That was 11 points in
1999.

M5. RAPHAEL: | just wanted to try to rem nd
nmysel f of that study.

| personally believe that if we're going to have
any add-ons for hospitals and we believe there's sone val ue
intrying to do that in the absence of an accurate
assessnment systemhere, | think it has to be tied to case
mx, it's my own view, sone way of measuring the case m x
difference and having it tied to that. | don't know how to
acconplish that.

But | think we just don't know enough on an
ongoi ng basi s about what's happening to case m x here.
see sone changes in the conposition of the SNF popul ati on
myself in the last year or two, but it's hard to denonstrate

what those changes are. So | kind of feel that we have to
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t hi nk about how we're going to try to denonstrate, if we're
going to do any added paynent how that is, in fact,
buttressed by sone clinical rationale.

The other thing I was going to ask you is when
we' ve | ooked at hospitals we've | ooked at Medi care margins
and we' ve | ooked at total margins. You gave us information
on Medicare margins. W' ve received a good deal of
information on total margins, which show a different
pi cture.

| was wondering if you could comrent on whet her or
not you do | ook at total margins and any influence they have
in these considerations?

DR. KAPLAN: Deborah ran the margins for 1999 and
she was unable to get any sense out of the total margins for
t he nursing honme, for the freestanding SNFs. | want to
revisit that again, but | haven't been able to find tinme to
do that vyet.

Basically, I know what the industry is saying,
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which is that Medicaid is very low paid. And |I'm sure that
in sone states it probably is. |I'mnot sure that that's
true across all 50 states. | think New York is well known
for being generous in their paynents.

MR SMTH W nay need nore tine here, d enn,
because it seens to ne we need to return to Floyd s request
totry to design a blunt instrunment and | think Carol wanted
to go in this sanme direction

The clinicians make, and | think in the paper
Sally made, a convincing case that part of the cost
difference is rooted in clinical issues. The case m x index
di fferences and the comments that Floyd and Al an and Jack
made, that's appropriate for us to try to figure out howto
respond to. | don't know what the blunt instrunent is. You
suggested at the end of your presentation that it m ght be
an add-on. Carol says we need to figure out what's the
right nmetric to neasure the add-on with. | think we need

sone nore tine with that. But it seens to ne that's where
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we ought to head.

The argunent has been made for distributional
change, but we haven't spent enough tinme on what's the way
to get that done.

MR. HACKBARTH: Let ne see if | can sunmmari ze
where we are. Looking at the table here, what | hear is a
consensus that there probably is a financial issue with the
hospi tal -based facilities. Because of cost allocation
i ssues the exact magnitude is uncertain, but there seenms to
be a sentiment that it's real

Even if it were true at one point that we had too
many hospital -based facilities pre-transfer policy, there
are legitimate inportant clinical reasons for themto
continue to exist and we can't just happily watch while they
di sappear .

| f we provide sonme special assistance, it ought to
be in the formof an add-on, as opposed to sonethi ng baked

into the base forever nore. And we need to target it as
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best we can froma clinical standpoint to the patients
institutions in need.

| hear consensus around those points. Aml
heari ng correctly?

M5. BURKE: denn, | guess one question that |
woul d ask, the decision to do an add-on rather than to
adj ust the base, there appears to be a fairly fundanent al
i ssue here with hospital -based units that doesn't seemto be
tenporary unless the case m x dramatically shifts.

So ny question is why the add-on and why not a
base adjustnent that then doesn't becone an ongoi ng sort of
set of targets of let's just do away with the add-on this
year ?

MR. HACKBARTH: M thinking on that, Sheila, was
that at sone point down the road, hopefully before 2006,
we'll have a new system And so ideally, that's the way to
fix this problem \Wat we're doing is trying to fix it

bet ween now and then, and an add-on seened to be
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appropri at e.

DR. KAPLAN:. Then what | hear you saying to ne is
you want us to cone back next nonth with a blunt instrunment
that somehow is clinically targeted, okay? |Is that right?
| have something in mnd but 1'd like to discuss it over
wi th peers.

MR. HACKBARTH: Thank you, Sally.

MR. DEBUSK: Last word. Realizing that there's a
real need here, there's no doubt about it, but the hospital
affiliated SNF or owned SNF represents 3 percent of the
total pie. There's 97 percent out there with that stand-
al one that's got sonme mmjor issues and some mmj or probl ens
as we go forward. So at our next neeting, | think we really
need to get into -- and I'msure you will -- but there's
some mgj or issues there that we're certainly going to need
t o address.

MR. HACKBARTH: | think, at least fromny

perspective, the reason the conversation focused on the
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hospital -based is captured in the table, that the
freestandi ng, based on the best information we have
avai l abl e, ook |ike they are doing, on average, pretty
wel | .

MR. DEBUSK: But there's sonething |like $58 or $60
per day that's going to sunset in the future, and | think if
that truly sunsets, | think it's going to create sone havoc
in the industry because this Medicaid, the states are in
troubl e now, we know they're in trouble with this thing. It
just won't go under the rug. It's going to be there, and
ri ght now Medicare certainly hel ps the existence of this
pi ece.

MR. HACKBARTH. Just one question about the table.
For the freestanding projection for 2002, that includes an
estimate of the | oss of the noney that disappears in 2003.
So this is 9 percent after that special add-on disappears?

DR. KAPLAN: Yes. Those two add-ons di sappear,

not the add-on that is due to the refinement of RUGs.
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MR. HACKBARTH. W need to call a conclusion to
this discussion for now and we'll | ook forward to January.

Now we wi |l open our public comment peri od.
Pl ease, we've got a linmted anount of tine available, nanely
15 minutes. Please keep your comments brief. And if you
hear sonebody before you nmake the point you were going to
make, why don't you consider it made and we'll nove on.

MR. GREENBERG |'m George Greenberg and I work in
ASPE, Assistant Secretary for Planning and Eval uation, at
HHS. | had a couple of thoughts, | hope these are factual.

| don't believe the 2006 year sinply because that
add-on is $1.4 billion, | think, and we're under a | ot of
budgetary pressure to do sonething by next Cctober. Wether
that actually happens or not, given the ability to do
intelligent refinenent in this area, |'mnot exactly sure.
But | just want to point out as a fact that the
adm nistration is | ooking at that noney and wants the

Department to make the change. And there are people in the
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Depart ment who want to rmake it, too.

Anot her point about 2006 is the Departnent is al so
wor ki ng on an integrated post-subacute care paynent system
and | woul d hope that by then we're not talking about al
these different stovepi pes of separate rei nmbursenent
systens, but we nmay have assessnent instruments and ot hers
that | ook across the entire sub-post acute area and it may
be a different discussion by then. So you may want to think
about that.

| want to reinforce the comrent that where did al
these SNF patients go? | think the idea of |ooking --
think Sally nmade it -- of |ooking back at people staying in
t he hospital |onger should be exam ned because if that is
what is going on | think it's a good thing. 20 years ago we
were all upset about adm nistratively necessary days so we
devel oped all of these separate post acute care paynent
systens and everyone cost adm nistratively necessary days at

the average cost of a hospital stay. They don't cost the
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aver age cost.

First of all, you' ve already paid for a lot of it
under the DRG So if there's sonmeone an extra day it's
al ready paid for, an extra tw days. Secondly, you're
basi cally paying for room and board services, hospital
services. You're not using a |lot of technical hospital
technology. And if sonmeone actually needed subacute care,
they're in an acute care setting. So naybe the care is
better. That all needs to be |ooked at, | think, as part of
the financial picture.

The last coment is | just want to reinforce the
di scussion that Jack nmade in response to Bob's point about
whet her hospital -based care is appropriate. It seens to ne
al t hough there were a lot of crazy incentives in the '90s,
that you had to be crazy not to create a distinct port SNF
if you were a hospital because you basically were under cost
rei nmbursenent and you coul d unbundl e fromthe hospital

i npati ent paynment and nmake nore noney. There are a nunber
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of clinical reasons, as people said, but you want to
encourage integrated care. You want to encourage people who
are in the high case mx end of being in an appropriate
setting. And | think you reduce transfer trauma if the
patient is not being noved across institutions and if
hospital inpatient capacity, if we really are over-bedded,
it's potentially a good use of the beds.

As | listened to the discussion all of these
t houghts canme into ny head. | just thought I'd try and
share sone of them

MR. LAZARUS: Good afternoon. |'mBarry Lazarus
and I'mvice president of reinbursenment with Manor Care in
Tol edo, Chio. [|I'mrepresenting American Health Care
Associ ati on.

|"d just like to rem nd the conm ssioners that
there's over 10,000 proprietary facilities in the United
States. They account for 66 percent of all care provided in

SNF beds. That equates to about 1 mllion patients per day
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that are cared for in the proprietary setting. So we need
to understand and put in perspective that there is an issue
with the proprietary setting.

The anal ysis that the MedPAC staff prepared, |
don't believe, presents a good picture of the industry.
It's msleading and it's potentially catastrophic in its
conclusions. Using this analysis to nake reconmmendati ons to
elimnate the relief that was provided by the Bal anced
Budget Act and the Budget |nprovenent and Protection Act
really will have a negative and traumati c experience to an
al ready fragile conponent of our health care delivery
system

The decrease in the paynents at this tinme would
really have a dire consequence to the patients that we
provi de. Many of those patients nmay be your famly nenbers
or people that you know. It really will not be a short-term
problem It will be an ongoing problemfor many years to

cone.
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W believe, first of all, that the analysis is
flawed. It's flawed fromthe standpoint of the cost report
information that was presented after the establishment of
PPS is not reflective of the true cost of providing care.

As we noved into the SNF PPS, priorities changed
within the facility of having our nursing staff track their
costs, track their time in spending services in distinct
parts and non-distinct parts, having other statistics
mai nt ai ned. And we' ve focused our energies on doing a
better job, a nore conplete job in the additional burden of
the MDS process and the additional assessnents that we had
to conplete

Secondly, when you | ook at a Medicare-only margin,
it really m srepresents what's happening within our
i ndustry. We're extrenely concerned about the body of this
financial analysis that ignores the viability and the
probl ens of the industry that we've been encountering. As

you probably know, five out of the seven long-termcare
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conpani es are in bankruptcy. Sone are starting to come out
of bankruptcy.

But you al so need to understand, and | think
sonmeone nentioned, the equity markets. The equity of our
industry from1998 to the first quarter of this year has
decreased by 75 percent. The stock nmarket doesn't |ike
what's happening with the SNF i ndustry and there's major
concerns.

I n addition, the analysis and concl usi ons do not
consider a lot of facts. One is that the market basket only
accounted for about 40 percent of the actual cost increases
incurred. As the staff uses that market basket update to
project costs forward, it's truly understating what the
i npact of these cost increases will be into the future.

This, coupled with the continued increases in
| abor costs that we're seeing, mandated staffing
requirenents in various states such as Florida and Chio, and

liability costs, the prospect of Medicaid budget cuts due to
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t he econony, the single payer analysis doesn't really
portray what's happeni ng.

W believe that the evaluation of the hospital PPS
systemdid, in fact, in the past | ook at the broader
fi nanci al perspective of the hospital industry, did take
into account the other payers. And Medicare's financing
role must be exam ned wthin the |arger context of the
overall paynent system And the inadequacies of not only
t he Medi caid system but ot her payers, such as managed care,
VA, and to sonme extent private pay.

Finally, our analysis caused the problem
recommendation to utilize a different base for hospitals.
As you know in the BBA, Congress decided that the cost of
hospi tal - based units were overstated. They established the
basis of imting 50 percent of the difference between the
hospi tal - based and freestandi ng costs and they deci ded t hat
the rates should be paid based upon the patient acuity

irregardl ess of the site.
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So now we' re tal king about going back to a system
where there was a differentiation and that the hospital unit
cost is greatly overstated. Wile there my be sone
argunments to the acuity, we believe that in freestanding
SNFs any | evel of acuity can be provided. Prior to PPS
there was what we called subacute care, and we provided a
hi gh | evel of services in the freestandi ng environnment due
to changes in delivery systens, due to changes in
t echnol ogy.

The other thing that you all have to consider is
the fact that we're working with HHS to develop this quality
initiative. |If paynents are cut, if the add-ons are all owed
to sunset, there could be a real inpact on the quality of
services not only to the Medicare beneficiaries but to al
t he people that we provide services to.

So I'd like to just ask MedPAC to consi der the
stability of the industry and concern itself with the

adequacy of the paynent and overall industry margins and the
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access of capital. The paynent system nust be adequate to
provi de an appropriate level of quality and access to
services that can be provided by an efficiently operating
facility and should really make no distinction based on the
| ocati on.

Agai n, thank you.

MR. LANE: Larry Lane, |I'mvice president of
Genesis Health Ventures.

Essentially five quick points. I'mreally
concerned that the Conm ssion nmay be basing its actions on
some i nconpl ete data and analysis with grave consequences.
First off, hospital-based provide only 14 percent of your
Medi care days. | do have an analysis that 1'd like to share
wi th the Yuden-Gscar data that basically breaks out nunbers
and percentage of nursing honme patients by payer sorts, et
cetera.

Second, data. The 1999 cost report file is

flawed. We have had great trouble using it. W have
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brought that to Conmi ssion staff. | know they have made
some adjustnments in what they've done with it. But the
truth of the matter is we cannot come out w th neani ngf ul
anal ysis using the '99 data.

But we have | ooked at though, interestingly, the
"95 which is your base year data. Your base year data
basically points out that you have a significant binodal
distribution of days. You have 48 percent of the days at
$183 a day and 52 percent of the days at $378 a day.

So essentially, |ooking at that, when you go to an
average paynent structure you imedi ately see there's going
to be obvious winners and | osers. But what doesn't cone out
in that analysis until you deep dive is what services were
t hey providing and what were the cost of those services?

So essentially we have a paynent structure where a
mar gi n anal ysis has been put out using cost data that's
flawed W thout asking the underlying questions of what

services are included or not included in that, and which
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bl ends this binodal distribution across your facilities.
And that explains why 1,000 to 1,800 facilities went
bankrupt at the sane tine that there may be 4,000 to 5,000
facilities that had an inprovenent in their margins in the
aver agi ng.

And then finally the point that Barry picked up on
is that you cannot just | ook at Medicare. The real issue
here and the travesty is that 75 percent of the residents in
nursing homes are paid for by the public sector. And that
accounts for 60 percent of the revenue. Medicare is not the
driver, Medicaid is the driver. But changes in Medicare at
this point, wthout |ooking back through at what is
delivered, what were the products, and what patients got the
service, would in fact destabilize this sector. And | would
poi nt out again, 65 percent of your Medicare days are
provi ded by investor-owned, 84 percent by freestanding
facilities, or 86 percent by freestanding facilities.

There's a lot at stake that if we destabilize the
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sector again, we may significantly disrupt the service
delivery structure.

MR. ELLSWORTH. Good afternoon. M nane is Brian
Ellsworth. |I'mwth the Anerican Hospital Association
representing about 2,000 hospital-based SNFs and anot her
1,250 hospitals with swing beds who will also be affected by
t he deci sions you nmake here.

Let nme say a couple of things.

One is length of stay is a key factor here. CQur
Medi care | ength of stay for hospital -based SNFs i s about
hal f of what the freestanding length of stay is. And so as
a result, when you hear a statistic |ike we care for 14
percent of the days, we actually care for about close to 30
percent of the cases. And that's pretty significant. And
that's because our length of stay is shorter, so we're
getting the outcone in half the tinme, which has very
specific cost inplications. Wen you' re |ooking at a per

diemsystemit's going to stand to reason that your costs
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are | oaded higher in a per diemsystem But if you |ook at
it on a cost per case basis, our costs are actually
significantly | ower.

So | would encourage that as one of the avenues
that you | ook at when you're designing the blunt instrunent.

The second point I'd nake is as you | ook to
refining the system one of the problems wth that -- and
we're all for refining the system But the way the statute
is constructed, the refinenments giveth and then the statute
taketh away the add-ons. That's roughly a washout, at |east
from our perspective.

So it's not nmuch help. Unless that statutory
structure i s exam ned and reconsi dered, that refinement by
itself just adds noney and then takes it away.

Thirdly, swing beds, it was nentioned that they
woul d be advantaged by this. Again, that is with the tw
add-ons that are scheduled to sunset next year in there,

they would be -- according to CMS analysis -- about an 8
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percent winner. Wth those two add-ons taken away they
woul d actually go in the red. So | just thought that that
woul d be inportant to consider as you' re | ooking at rural
access issues.

And finally, I'd nake the point that the rates are
pretty clearly conpressed froma case m x standpoint. The
refinenment proposal that CMS put forward a year ago pretty
clearly indicated that there was a fair degree of
conpression. The rates that they proposed were nmuch nore
stretched out than the rates that are current, even with the
add-ons. So that is an additional piece of evidence that
you should look at that is, | think, very confirm ng of the
anal ysis that you did with the APR DRGs that both indicate
t he sane kind of magnitude of conpression on case m X,
particul arly underpaying those facilities taking care of
medi cal | y conpl ex patients.

W're nore than wlling to work with you to help

design how this system should be rectified and I just wanted
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to make those points in doing so.

Thank you.
M5. CARLINO Hello, I"'mBeth Carlino. [|I'm
representing NASPAC, the National Subacute Association. |'m

also a rural health care hospital -based facility provider.

|"mgoing to say anen to nost of the people who
spoke before ne and take nmy cue fromsaying that |I'm not
going to repeat everything that was said, but | certainly
woul d agree with nost of what was said by ny coll eagues
prior to this.

| would |ike to rem nd the panel here that
initially when the PPS systemwas initiated it was called
PPS, but truly we don't have an episodic paynent. So since
we don't have an episodic paynment, we really don't
under stand what our costs are per beneficiary per episode of
care, because we've got this disjointed systemthat pays on
a daily basis instead of an episodic basis.

So in order to nmeasure things |like how nmuch did it
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cost, are we effectively having good outcones with that
cost, the systemdoesn't allowus to do that. So to keep
throwi ng noney at it and to keep trying to adjust what we
currently have is sinply not appropriate and | would like to
indicate that, in fact, the whol e system of RUG
determ nati on needs to be not adjusted but conpletely
restructured.

The other indication that I'd like to say is that
t he MedPAC and the Abt study indicated that those systens
for paynment and rei nbursenment were flawed. | would just
suggest for you that before you determ ne w thout adequate
i nformati on about this episodic paynent that you do away
with the sunset regulations. You consider the fact that you
don't know what the episodic paynent and the decreases to
that paynent are going to really do to the entire industry.
And so until you have that information, ny suggestion woul d
be that, in fact, we keep those add-ons and keep those

dol |l ars because we've already exceeded the nandated anount
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that initially was required by the governnent to save in
this industry.

| agree that the burgeoning costs and the
escal ating costs of 26 percent each year were inappropriate.
However, to have taken nore than what was nandated away,
putting this additional noney to it was not burdensone to
t he establishnent.

MR. VERTRASE: Hi, nmy nane is JimVertrase. |'m
with the 3M conpany. Just for those who don't know, in
addition to Post-it notes and Scotch tape, 3M nmakes nost of
the case m x neasurenent tools that are used around the
wor | d.

We have been | ooking at the issue of creating a
case m x neasurenment systemfor skilled nursing facilities.
| think it's a feasible task.

Qur basic philosophy in creating case mx tools is
to first create a tool that's useful for managenent. |[|f you

do that right, it will be useful for paynent as well. W're
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confident we can build a systemthat's adm ssi on-based,
that' s epi sode-based, that's severity adjusted, that's based
on -- for the classification and the severity levels both --
are based on diagnosis, the principal and secondary

di agnoses, as recorded upon discharge fromthe hospital.

That strategy mnimzes provider burden. W would
make little use of ADL-IDL information, using that to
augnent diagnosis information only if it and as needed --

MR. HACKBARTH. Excuse me. This is inportant
information, but this probably isn't the best way to convey
it. Sol think it would be nore effective if you could
share your ideas with the staff and then we can consider it
at an appropriate time. This is a problemwe' re not going
to solve today but it's still one we're interested in. So
by all neans, share your information.

MR. VERTRASE: 1'Il do that. Thank you.

MR. HACKBARTH. We've got to adjourn right now

W reconvene at 1:15.
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[ Wher eupon, at 12:32 p.m, the neeting recessed,

to reconvene at 1:15 p.m,

this same day. ]
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AFTERNOON SESSI ON [1:22 p. m]

MR. HACKBARTH. The next item on our agenda is a

continuation of assessing paynent adequacy. The focus of

our next session is hospitals, both inpatient and

outpatient. Jesse, you're going to do the intro on this; is

that right?

MR. KERNS: 1'll be discussing the first step in

our updating process for hospital services, assessing the

adequacy of current paynents. And then Jack and Chant al

wi |l address the second step, allowing for cost increases in

the com ng year, separating for inpatient and out patient

servi ces.

The first step in this process is to determ ne

whet her the hospital cost base is appropriate. The second

step is to assess the relationship of Medicare paynents

rel ative to appropriate costs. This will allowis to do two

things, first assess whether the overall |evel of paynents

to hospitals is adequate and second,

to then consider the
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di stribution of paynments anong hospitals. Qur approach is
to consi der Medicare paynents to the whol e hospital for al
hospi tal services purchased by Medi care.

I n addressing the appropriateness of the cost
base, we first considered the long termtrends that
established the hospital cost base in the 1990s. W know
that cost growth was nodest in the '90s. The biggest reason
for this was large declines in Medicare length of stay. For
three years in the m d-1990s, cost per case growth was
actual ly negati ve.

O her factors that kept cost growth down were
revenue pressure fromprivate payers and sl ow wage grow h
for hospital workers. Based on these factors we concl uded
that the hospital cost base established in the 1990s was
appropri ate.

In recent years, we observed that hospital cost
growt h has increased, especially in 2001. W attribute this

to smaller declines in length of stay as well as increased
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hospital wage gromh due to a tighter |abor market as well
as a nursing shortage. Because of these factors, the recent
hi gher cost growh for hospitals does not appear excessive.
This |l eads us to conclude the current hospital cost base is
appropri at e.

So we now turn our attention to the relationship
bet ween paynents and cost. First, we'll consider broad
i ndi cators of paynent adequacy for hospitals. This includes
what investors think about the hospital market, hospital
vol une, closures and beneficiary access to care. W'I| then
revi ew ot her payers paynents to hospitals and the hospital
total margin. After those subjects, we'll ook at Medicare
paynents and Medi care costs. For this we consider the
i npatient margin and the overall Medicare margin.

We' || | ook at each of these nmeasures in several
ways. For 1999 and projected to 2002 with and w t hout DSH
and | ME paynents above our estimate of Medicare's share of

t he added cost of teaching.
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So first, what do investors think about the
hospital nmarket? Non-profit hospitals typically raise
capital by issuing nunicipal bonds. There has been a | ot of
focus in recent years on the relatively |arge nunber of
hospital rating downgrades, but we feel this has overstated
t he actual picture.

Despite these downgrades, over 90 percent of rated
hospitals and health systens are rated investnent grade
right now W note, though, that sonme hospitals are not
rated and there could be sone sel ection bias anpong
hospi tal s.

One last point on the bond ratings, investnent
houses report that many downgrades in 2001 were due to
i ncreased borrowi ng by hospitals to fund capital projects,
unli ke earlier years when poor financial performance drove
t he downgr ades.

Meanwhil e, on for-profit hospitals, the val ue of

the for-profit hospital stocks, capital-weighted, increased
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over 170 percent from 1999 to 2001, while the S&P | ndex fel
19 percent. It does appear that investors also have a
favorabl e view of for-profit hospitals.

Now we' | | consi der sone nmacro |evel indicators of
hospi tal financial performnce, volune, entry and exit, and
beneficiary access to care. Total volunme fromall payers
has i ncreased, especially in recent years, in terns of total
adm ssions, total days, and outpatient visits. There was a
net | oss of 340 hospitals from 1990 to 1999, about 6.5
percent of all hospitals. It included 440 cl osures, of
whi ch about 40 percent were rural, and 100 openi ngs or re-
openi ngs.

The O G studied these closings and determ ned that
cl osed hospitals were small, had | ow vol une, and these
closures did not affect Medicare beneficiary access to care.
We also note that in sonme rural areas, access has been
created by the critical access hospital program opening or

re-openi ng hospitals in some conmmunities. Despite these
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closures, it appears there's still enough hospitals and
there is excess capacity in the nmarket. Average occupancy
in 1999 was 54 percent.

Next we consi der what happened with ot her payers.
Medi care, Medicaid and private payers constitute about 90
percent of paynents for hospital services. Last year, when
we di scussed these anal yses, we noted that in 1998 and 1999
both the Medicare and private payer paynent-to-cost ratio
fell, breaking a | ong-standing i nverse rel ationship that
came to be known as cost shifting.

I n 2000, however, the private payer paynent-to-
cost ratio increased slightly, about 0.2 of a percent. This
is nore pronounced for urban hospitals, where it increased a
full percentage point, indicating that urban hospitals have
begun to negotiate better paynents from nmanaged care. At
the sane tinme, the private payer paynent-to-cost ratio for
rural hospitals fell 2 percentage points.

Now we' || consider the total margin, which
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i ncludes all revenues and costs to hospitals, including
operating and non-operating revenue. The margin for 1999 is
a bit of an inprovenent fromthe 2.7 percent estinate we
presented to you last year. This resulted fromadding in
data for hospitals with late reporting periods, giving an
early indication that 2000 woul d be a better year. About 37
percent of hospitals had negative total margins in 1999.

Whil e we do not have Medi care cost report data to
deternmi ne hospitals total margins beyond 1999, we do have a
quarterly survey of hospitals that provides a glinpse of
hospital financial performance in both 2000 and 2001.

MR. DEBUSK: One point there. It shows 3.6 and
you said 2.7. You told us 5.4 | ast year.

MR. KERNS: That was our prelimnary estimte for
2000 based on sonme quarters of the NHIS. The margin for
1999 fromthe cost reports was 2.7. And this is good
because we're going to update you on the NH S nunbers, for

2000 and 2001. Here they are.
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Along with CM5, we fund a quarterly survey of
about 500 hospitals. It's weighted to create a
representative national sanple. 1In 2000, the full year
showed a 4.7 percent margin. And through the first three
guarters of 2001, we see a total margin of 4.5 percent.

Because hospital total margins are typically | ower
in the |last quarter of the fiscal year conpared with the
annual margin, this margin is probably overstated for 2001.
| seasonally adjusted the margin and it corresponds to about
4.0 percent.

DR. RONE: Jesse, this is all payers and al
services?

MR KERNS: Yes, sir.

DR. RONE: Inpatient, outpatient, everybody?

MR. KERNS: Yes, private, public, this is the
total margin, including non-operating revenue. So these
findi ngs suggest that the recent poor financial performance

of hospitals -- yes, sir?
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MJULLER: All costs, Jesse?

KERNS: Yes, sir

MULLER: Not just Medicare?

2 » 3 3

KERNS: No, sir. This is all costs, al
sources of revenue, total margin.

So this does suggest that the poor financial
performance had perhaps reached its |low point in 1999. On
bal ance, the broad indicators of paynent adequacy that we
just reviewed do not appear to provide evidence of
i nadequat e revenues to hospitals.

So havi ng established this, we now turn our
attention to Medicare.

This chart shows margins for each service
conponent and the overall Medicare margin for 1996 through
1999. As in previous years, inpatient paynents kept the
overall margin positive in 1999, despite negative margins
for all of the conponents. The overall Medicare margin did

fall significantly from 1997 to 1999. However, when we
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di scuss paynent adequacy, the Comm ssion should consider the
absol ute | evel of paynents in the systemrelative to the
appropriate cost base, not the change in margin fromearlier
years.

Now we're going to | ook at inpatient and the
overall margin projected out to 2002. 1In this chart, we
present the inpatient margin for 2002 in two ways: wth al
paynments and excl udi ng DSH paynents and the portion of | M
paynents that are above Medi care's share of teaching costs.
MedPAC has determ ned that current | ME paynents to hospitals
are about twice the level of Medicare's share of the added
costs of teaching.

The margin with DSH and | ME paynents is a neasure
of the total dollars in the paynment system The other gives
us an indication of how core Medicare paynents relate to the
cost of treating Medicare patients. |In projecting margins
for 2002, we reflect the effects of a paynent policy change

that will actually occur in 2003. That is the reduction in



10

11

12

13

14

15

16

17

18

149

the I ME adjustnment from6.5 to 5.5 percent. W include this
paynent change to provide a nore conplete picture of how
hospitals will fare in 2003.

W estimate that the inpatient margin in '02,
after accounting for these reduced paynents, will be 10.8
percent. By next nonth it will probably be higher by about
0.1 of a point. W have not yet been able to renove about
200 of the 500 hospitals that have converted to critical
access hospital status in the last two years. Wthout DSH
and above cost | ME paynents, the inpatient margin in 2002
woul d be 3.1 percent.

The nost interesting point to note on this graph,
t hough, is the margin for other urban and rural hospitals in
2002 without DSH and sone of the | ME paynents. Mbst
observers believe that rural hospitals were the worst off,
but we can see that the level of their core Medicare
paynments, they have essentially the same margin as hospitals

in other urban areas. But the margin for |arge urban
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hospital s remai ns substantially higher.

This next slide shows the overall Medicare nmargin
for 1999 and 2002. W estimate the overall Medicare margin
in 2002 will be 3.8 percent. But it will be quite a bit
di fferent dependi ng on where a given hospital is |ocated.
There is a nine percentage point difference between the
margin for |arge urban hospitals and rural hospitals. This
is narronwed fromthe 11 point gap in 1999 but still
substanti al .

W estimate that about 45 percent of hospitals in
2002 will have a negative overall Medicare margin. But this
figure, as well, will be marginally | ower because of the
continued rapid growth of the CAH program and al so because
i ncreased DSH paynents to rural hospitals under BIPA will
help a class of hospitals with nuch | ower Medi care margins.

Wien we net out DSH and t he above cost | Me
paynments, the overall margin at the national level falls to

negative 2.2 percent. A gap of alnost four percentage
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0.6 percent.

| rem nd you that the margi ns net of above cost

| ME and DSH are not the margin hospitals actually yield

from

Medicare. Billions of dollars are paid every year fromthe

Medi care trust fund for both DSH and | ME, and the Medicare

mar gi n, including these paynents, is the appropriate neasure

of Medi care paynment adequacy. It represents the anount

nmoney in the system which is what we set out to assess.

However, these paynents do lead directly to substanti al
di sparity anong hospitals and it could be characterized
an inequity.

Wi ch brings us to the end of my presentation
paynent adequacy, except for one last step, and that is
det erm ne whet her the amount of noney in the systemfor
Medi care paynents to hospitals is about right.

M5. BURKE: Can | ask a question?

of

as

on

to
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MR. HACKBARTH. Wy don't you finish the sentence
that you're on

MR. KERNS: It just neans that the Conm ssion has
to come to one of three conclusions, but inplicit in this
decision is the appropriate range of paynment adequacy. You
may not feel confortable with delineating the range clearly.
| tried to showthis on the picture, the edges of each band
m ght be gray and fold together.

Qur best estimate of the overall margin, as |
said, is 3.8 percent. |If this is within the band of paynent
adequacy, we woul d not nake any adjustnents based al one on
paynent adequacy. But if, for exanple, the entire range of
paynent adequacy falls lower than 3.8 percent, say 0 percent
to 2 percent or O percent to 3 percent, then you' d want to
concl ude that paynents are too high and inplenent a negative
adjustnent. If on the other hand, the range of paynent
adequacy is entirely above 3.8 percent, say 5 percent to 8

percent, you'd want to concl ude that paynents are too | ow
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and i npl ement a positive adjustnment. For the |owest edge of
paynent adequacy to be above four seens unlikely, but it is
one of the choices available to you.

Regar dl ess of what you conclude, you can al so nake
di stributional changes and inpl enent themthrough the
update. Jack will discuss the possible options on this
subj ect next. For now, you just need to deci de whet her
paynments as a whole in 2002 are adequate.

MR. HACKBARTH. Murray, howis it nost efficient
for us to proceed? Should we pause now and di scuss the
mat eri al on paynent adequacy?

DR. ROSS: Yes. |If | can just change one verb
there fromdecide to discuss paynent adequacy, and you don't
need to obviously not draw any final conclusions today. But
to give us a sense of where you' re com ng out, to guide the
updat e di scussion that's going to follow wth Jack and
Chantal , and for next nonth.

M5. BURKE: M ne was just a question of
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clarification. You referenced gross inequities as a result

of the | ME. | wonde

i nequi tabl e to whon?

MR, KERNS:

red what you were referring to,

| f you | ook at mmjor teaching

hospitals or hospitals in |arge urban areas, and becau

se

it's revenue wei ghted that does tend to represent nostly

maj or teachi ng hospi

tals. You have very high overal

Medi care margins. And in rural areas, and other urban

areas, when you net

out the IME and DSH, they're quite a bit

| ower. W' ve already established that through the I Me

adj ust mrent we' re payi ng about twi ce the Medi care share of

the cost of teaching

The first

guestion is as a whole 4 percent,

t hat adequate? But then the second would be in the

is

di stribution you have a nine point gap between one cl ass of

hospitals, large urb
MS. BURKE

teachi ng that occur

an, and other hospitals, rural.
Bot h of whom have the sane | eve

in thenf

of
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MR. KERNS: Not in the least. Large urban
hospi tal s have much nore of the teaching and nost of the IME
adj ust nment .

M5. BURKE: So | was wondering the reference to
the terminequitable. If in fact nost of the teaching
occurs in those institutions, what is inequitable about them
getting a | arger percentage of the teaching funds?

MR KERNS: | did say it's definitely a disparity
and it could be characterized as an inequity.

DR. WAKEFI ELD: But it's a subsidy piece that's
inequitable. [It's not the costs associated with teaching,
it's the additional subsidy.

MR. KERNS: It's the subsidy above and beyond the
cost of teaching.

DR. WAKEFI ELD: VWhich is a very significant --

MR. KERNS: Twi ce.

DR. WAKEFI ELD: Yes, so there is a big disparity

|'d say, if you look just at the subsidy that goes into,
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t hrough I ME and the teaching hospitals, for which there is
no equivalent in rural hospitals, for exanple.

MR. KERNS: So you would characterize it as an
i nequity.

DR WAKEFI ELD:  Yes, | woul d.

M5. BURKE: | might argue that point.

DR ROAE: | wasn't going to coment on that
point, but | guess ny viewof it is that you may reference
t hat paynent as tw ce what MedPAC has calculated it to be,
and | don't know about whether the Conm ssion has decided
this, but | think Joe Newhouse decided that those paynents
were really for patient care costs, not for teaching anyway.
So that's probably not...

DR. NEWHOUSE: But not the subsidy part.

DR. ROAE: No. And we had a separate discussion
that there was a subsi dy.

But | wanted to ask two questions, Jesse. One is

| wanted to reconcile or relate page nine to page 12 here,
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because we go fromtrend in total hospital margin to overal
Medi care margin. You broke down the overall Medicare
mar gi ns by urban, |arge and other, and rural. But you
didn't break down the trend in total hospital margin.

| just wondered how that would | ook. The rurals,
whi ch appear to be di sadvantaged relative to the |arge
urbans, as you pointed out, with respect to either al
paynments or all paynents without the DSH and IME with
respect to overall Medicare. W have here had di scussions
in the past about the fact that Medicare doesn't negotiate
with these rurals, but all the other payers do. And
therefore, there's often a conpensatory paynent in that
negoti ati on because they're sole community hospitals, they
need to be in the network, et cetera, et cetera. That's not
to say marketpl ace al ways.

So it would be interesting to have that
conpari son

MR. KERNS: |'d be happy to wal k you through a
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brief piece on that. You may recall fromlast year when we
were doing our rural study | did break out margins by urban
and rural. Rural total margins do tend to be a good bit

hi gher and they never really had the fall off in '97, '98
and '99 that you saw for urban hospitals. They are, best
estimate in ny nenory, around 5 percent still. And they
never really did fall off.

And what you touched on, the private payer
paynent-to-cost ratio, also expresses that. Rural hospitals
have been able to yield well over 130 percent of costs on
their private payer paynents for the last 10, 11 years.

DR. ROAE: So ny point being that as we get to the
assessnment of the adequacy, inadequacy or neutrality of the
paynents, if we get to a subset of hospitals that m ght be
triggered by page 12, | just want us to understand the
overal | margin.

The second point relates to page 13 and the 3.8

percent and the interesting comments that you nade and that
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Jack referenced and that is in the material with respect to
access to capital. 1'd say a few things.

One, based on ny experience, there is a selection
bias here. You're right in saying that if you want to fl oat
bonds you have to get a rating. But the fact is that you go
and you find out what your rating will be. And if it is not
good enough to support floating the bonds, then you don't
get the rating. Because it doesn't do you any good to have
a bad rating, if you don't need a rating at all. And
therefore, all of the hospitals that would not get ratings
that were adequate don't get rated.

Secondly, is investnent grade rating, which you
referenced Standard & Poors, so that's BBB, | think. That
is often not adequate to float bonds. |In nmany states the
authorities, which are established to underwite the
i ssuance of bonds for not-for-profit institutions, which
woul d i nclude hospitals and many ot her places, require

ratings that are substantially above investnent grade.
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In fact, there have been many hospitals, |
bel i eve, that have been downgraded froma rating that would
support a bond offering to a BBB, which is still investnent
grade. But they do not have access to the capital markets.

The last point | would nake about this, or two
nore. One is that | think this is a rapidly changing --
this is another area in which the latency of our data are a
probl em because | think with the recent changes that have
occurred in the econony and certainly in certain areas |ike
California and New York. New York's hospitals are
staggering, as a group, New York City's anyway.

And that there nay be many nore downgrades than
have been reflected in the May data, that conversation you
had with Standard & Poors. | would ask you to just refresh
that. That nmay not be the case.

MR. KERNS: These conversations with both Standard
& Poors and Mbody's were this week. These are to date.

DR. RONE: (kay, because | thought it said May in
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the material | had.

The | ast question | would have, and | don't know
if it's for you or for sone of the econonists we have on the
Comm ssion or what, but did you have in your discussions
with S& this week -- let's take advantage of the fact that
it's this week. Did you ask them what percent overal
mar gi n woul d be appropriate for a hospital to nmaintain a
rating that would be -- all other things being equal --
adequate for themto access the capital narket?

In other words, in your box here, nmarket factors,
one of themis access to capital. So ny question is what
ki nd of performance do these people who you' re referencing
and tal king about judge to be appropriate -- all other
t hi ngs bei ng equal, which they never are -- for themto
consider that hospital to be eligible for consideration for
a rating that would support access to the current capital
mar ket ?

MR. KERNS: The sinplest answer or the question
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there is it seens like you' d be referencing a total margin
and not a Medicare margin. You've already pointed out the
di sparity between hospitals with strong Medi care nmargi ns and
total margins. There's an inverse relationship there, as
well. Rural hospitals, strong total --

DR ROAE: | don't think that they care whether
it's Medicare or what. Just total margin, what would be the
nunber ?

MR. KERNS: The short answer is, no, | did not ask
that question. The other thing is | don't think they'd just
be | ooking at total margin. They're |ooking at a variety of
factors. But it was typified that for the nmuni bond market
for hospitals, by both people | talked to at the two maj or
houses, that it's strong right now and that there is access
to capital.

| al so would point out that investnment grade or
higher. It's not that 90 percent are rated BBB. It's that

90 percent are rated BBB or higher.
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And third on that, it's hospitals or health
systens. So they may have 90 percent of hospitals or health
systens rated there, but when you have a 200 or 300 hospital
systemthat has AAA, you actually are probably going to | ook
at a nmuch greater percentage of hospitals that have a hi gher
rating than hospitals or health systenms. So that 90 percent
itself is sort of an understatenent of the total volune of
hospital s that have decent ratings.

DR RONE: | think for the purposes of -- | think
you separate profits and not-for-profits. And the not-for-
profits have sonme systens that go together as an obligated
group for the purposes of underwiting bonds, but they don't
have 200 to 300 hospitals usually. So | was really
concerned about separating those two.

But that's very hel pful. Thank you, Jesse.

MR. HACKBARTH:. David, did you have a comrent on
this particular --

MR SMTH Yes, | did. Jesse just got to sone of
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it. Jack, | wondered, there's always a little bit of

conf usi on when soneone tal ks about access to capital
markets. Wth a BBB rating, you' ve got access to markets
but it nay be access to nmarkets at a price you don't want.
But | think we ought to be clear that there isn't a bright
line here at BBB or above which is a go/no-go. There are
price consequences and feasibility consequences, but a

hospital with a BBB rating has got access to capital markets

that may not choose to exercise -- it may not nake sense to
exercise it, but doesn't not have it. Isn't that right?
DR RONE: Yes and no. | think it is. It depends

on where and what kinds of capital and how nuch. You can
get $20 million chunks but you can't get big things, et
cetera.

One of the problens, of course, David, as you
know, is that insurance for hospitals basically disappeared
after the All egheny bankruptcy. So that's nmade it a

sonewhat tighter marketplace, as well as the recent changes.
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| think that's right. | think this is a spectrum of
avai lability to access capital markets.

|"mdelighted it's on the radar screen because a
coupl e of years ago it wasn't as one of the considerations.
That's all. | just wanted it in one of the considerations.

MR SMTH | think it's inportant to underscore
sonet hing Jesse said, which is that margin is an issue for
the bond market. |It's not the only issue. Reserves would
be an issue.

DR. RONE: Right, philanthropy, debt, other debt,
et cetera.

MR. SM TH. Ongoi ng capital budget requirenents
are an issue. So looking at the margin, particularly an
annual margin, is probably a pretty small piece of the
puzzle that a rater is going to | ook at.

MR. HACKBARTH. Before we get too far fromit, it
wanted to just quickly go back to the point about | ooking at

total margins, all payer margins. | think that's inportant



10

11

12

13

14

15

16

17

18

166

information that we ought to have and take a | ook at.

| do think we need to be systematic and consi stent
i n our approach about how we use it, though. | don't think
we can say well, it's relevant when we | ook at hospitals,
but it's not relevant when we | ook at SNFs. So we've got to
come to grips with that question.

MR. MULLER: Several points. Just one nore kind
of factual point on |ooking at the ratings. As Jack pointed
out, up to about a year or so ago hospitals coul d get
i nsurance to go to the bond market. And secondly, nany
states have state guarantee agenci es.

So | just wanted to second the point, there's a
| ot of selection bias in |ooking at who gets ratings,
because if you can't get a rating, then in fact, in many
states there are state agencies and so forth that w |
guarantee it. So you can go. It's just inportant.

|'"d be very cautious about extrapolating too nuch

fromthe fact that these hospitals get these investnent
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ratings, because the ones who can't figure out sone way to

bor r ow.

MR KERNS: A comment on that. MBIA is the
| argest underwriter of bond insurance, and as | understand
it it was up until about a year ago that they weren't really
t aki ng on new busi ness, but that they are indeed taking on
new busi ness. |'ve spoken with people there a couple of
times, as well.

MR. MILLER: |I'mjust saying if you do | ook at a
period of years, certainly the '90s and so forth, until the
Al | egheny col | apse, people would go to the MBI A and so
forth, and they would also go to the state agencies in New
York, Illinois, and others.

| want to come back to the factual point that I
asked before. On page 12, the question that | asked before
about all costs. Do we again have all costs on this

calculation? On the mddle colum, the all paynents?
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know we had sonme debate about Medicare all owable costs and
all costs.

MR KERNS: Those are all Medicare-allowable
costs. The non-allowables are netted out. The non-
al | owabl es make the big difference on the inpatient side.

MR. MIULLER: Roughly what percentage do you think
woul d be non-al |l owabl e, just as a percentage?

MR. KERNS: Best of our estimte, maybe about 3
percent to 4 percent.

MR. ASHBY: W really don't know. W're going to
do a study on that.

MR, MILLER If it's 3 percent or 4 percent, that
could take a | ot of the AAA away.

MR. KERNS: W are going to do a systematic review
of the schedule A8 on the cost report, where those non-
al l omabl es are netted out. That's going to take sonme tine.
That's sonmething that 1'"mgoing to work on this spring.

MR. MIULLER |I'mjust making the point that if it
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is 3 percent to 4 percent, and | understand Jack is saying
t hat .

MR. KERNS: | would have a hard tinme standing
behi nd any nunber.

MR. MIULLER: But it could, on average, take the
whol e margi n awnay?

MR. ASHBY: | would be really reluctant to assune
it's anywhere near that large. And that's probably the
reason why we're finally going to nmeasure that. [|'m not
convinced that it's that |arge, actually, but none of us
really know.

MR. MULLER No, |I'mjust repeating what you told
me. | didn't nake ny own esti mate.

MR. KERNS: That's at a maximum There are a
variety of things that could bring that down, including that
those things are sonetines paid el sewhere by Medicare, and
then netted into the costs that are ascribed to inpatient.

MR. MIULLER  The other point | would nake is on
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the use of terns. Chviously a termlike inequity is
percei ved by many people as a different termin
differential, which may be a little |l ess neutral.

When things are put into policy, and certainly
DSH, for exanple, has been put into a policy for quite a
while and IME as well, those are statenents of purpose and
m ssion that governnent is trying to secure. They may
debat e about whether they should or not, but they're in
there. Wether one then wants to call the consequence of
that as inequitable, | think, is probably a little bit nore
a value-laden termthan | would prefer.

Certainly, looking at the distributions, | think,
is very appropriate for us to look at. | think part of the
concern we had, whether it's in the SNF discussion or in
this discussion here to cone, is these averages mask an
awful lot of variation. | think one of the things we have
to get at in the whole accuracy discussion is how nuch

variation do we think is appropriate in these kinds of
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progranms and how rmuch adjustnment do we want to nake.

Let ne ask one nore question, which probably is
nore of Murray or everybody. |In understanding the adequacy
diagramthat we had earlier, looking at all the factors in
adequacy -- | don't want to recite themall again -- and
then al so | ooking at the update discussion. If we |ook at
t hese questions of distribution, whether it's on SNFs or
hospitals and so forth, nmy sense is if we're going to have
this newer nodel of adequacy and update, then to al so have
redi stributional questions and say that's part of the update
di scussion causes ne to think that we're undoi ng the nodel
you j ust created.

I f you want to get into redistribution questions
that should be, in ny mnd, a different question and the
update question. So if you have adequacy and you have
concerns about distribution, you shouldn't therefore --
maybe it was just a slip of a tongue that said well, we'll

take care of that in the update. But | think we should, if
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we want to get into distribution questions, not call that an
updat e questi on.

DR. ROSS: Conceptually, obviously you want to
di stinguish, | think, distributional questions from paynment
adequacy, which is how nuch noney in the pool. But given
the fact that no one, whether it's hospital, SNF, or
what ever, is average, it's alnost inpossible not to think a
little bit about distribution as you're | ooking at overal
adequacy.

Overall adequacy is total trust fund disbursenents
and costs of caring for Medicare beneficiaries, at sone
| evel. But you can't avoid, at the sane tinme, if you see
| arge differences, asking whether those are appropriate.

MR. MULLER  No, and |I'm not saying we should
avoid it. But |I'msaying, however, to imedi ately put that
right back into an update di scussion kind of takes away the
nodel right in the beginning.

DR. REI SCHAUER: But sone of these paynent systens



10

11

12

13

14

15

16

17

18

173

have different bases for urban and rural. So it is relevant
to ask is the urban base adequate? 1Is the rural base
adequat e?

MR. ASHBY: The primary reason we bring it up in
this context is because the update gives a vehicle for
instituting changes. | mean, we coul d address distribution
i ssues separately and frequently do. But if we thought it
was appropriate to make a distributional change, then taking
it on to the update, as it were, is a way to get it done.
But it's really separate froman update issue, per se.

MR. MULLER: If in fact one wants to think of the
update as a nore technical estinmate of how costs are
changi ng, rather than a kind of fudge factor into which you
throw all considerations, whether it's considerations of
Congress as to how nmuch they are willing to afford, whether
it's considerations of other kinds of things one wants to
rectify.

| think part of the virtue of the new construct
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you've put forth is, in fact, to try to separate these
things. |'mnot saying that people then ultinmately don't
make sone judgnents here and there about what they're
willing to do, no matter what the construct is. But | think
it's appropriate, if we're going to go with this new
construct, to honor the construct at |east for a while.

MR. ASHBY: Yes, but by keeping them separat e,
think that we can still honor it. If we |ook at paynent
adequacy and we deci de paynents are adequate, then the
adjustment is zero. |If we ook at the cost increase to the
next year and we deci de nmarket basket is the right figure,

t hen market basket is it. And then thirdly, if there were
an adjustnment to the base rate up or down for some group of
hospitals that we thought was appropriate, we would tack
that on to the end.

And by keeping the three pieces separate and on
paper we're sort of accountable for what we're doing. Does

t hat make sense?
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MR MILLER: | think that's the right way to think
about it.

DR. STOAERS: | had a question about a little
different kind of variability. W have an overall of 3.8
percent. What's the variability in those that are above and
bel ow a positive margin? For exanple, what percentage of
the total are going to be below zero, as far as that?

MR. KERNS: | n 2002, 45 percent of hospitals would

have a negative total margin. |'msorry, negative overal
Medi car e.

DR. RONE: That's a Medicare nmargin

MR. KERNS: Negative overall Medicare.

DR. STOAERS: |'mtalking total margin.

MR. KERNS: Oh, negative total margin in 2002? |

don't have a projection of that. | know that it was about
37 percent, 36 percent in 1999.
DR. STOAERS: But | think that distribution, when

we | ook at what the inpact is going to be across the
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country, is inmportant. And so sonehow in there | think that
may | ook -- | know we have to look at it in a global way,
but when you | ook at inpact in the field, and we | ook at how
we're distributing the funds, | think that's stil
i mportant.

The second point that | had is there's a | ot of
| arge urban hospitals that do not receive a significant
anmount of IME funding. | would like to see a breakout of
those margins for larger urban hospitals with a significant
anount of graduate nedical education and those without to
really know how nuch of those margins are due to the fact
that they're a |l arge urban hospitals or to the fact that
they' re receiving the | ME unconpensated care and | ow i ncone
and all the other -- so | think that breakout, | think we
may be grouping too nuch together in that |arge urban
cat egory.

MR. HACKBARTH. Can | pick up on Ray's point

there? Wen | |look at page 12 in the table, it's striking
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to me how inportant | ME and DSH are in determning the
wi nners and | osers under this system |It's real easy for
to fall into the habit of saying well, everybody who's in
the urban category is getting these paynents to the sane
degree, which | don't think to be true. | don't think
that's the case.

And so within sonme of these categories then, our
old tables | ook okay. This category looks like it's got a
high margin. In fact, there can be a great disparity,
dependi ng on how rmuch of the I ME and DSH noney they get.

MR. ASHBY: Let nme respond to that in a little
different way. W were actually asked this year to do
further analysis on the factors that determ ne those with
hi gh and | ow margins, the winners and |losers if you wll.
We | ooked at the nunbers that we put up today as sort of
like the first installnment on that. Because when you | ook

at just the limted groups that we've | ooked at, it becones

exceedi ngly obvious, as you say, that the DSH and | ME play a
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maj or role in determning the hospitals at the tails.
But that was the first installnment. W do intend,
in the next cycle, to do a nore invol ved anal ysis on what

are the factors, what is the distribution and what are the

factors that govern it. | think we will begin to shed sone
light on that.
DR RONE: If we're going to get -- it sounds like

we' re havi ng di scussion, as we point out, rather than making
a decision, to get sone additional information, | think
that's useful. Some of these anal yses about the
di stribution would be very helpful in terms of the subsets
and the ones that are underwater.

| think the other thing that if we could get just
one page on | think would be kind of interesting is that
despite Dave Smith's experience in city governnent and m ne
in hospital managenent, neither of us would get hired by
Moody's or S&P. It would be interesting to get sonebody

fromone of these places to actually give us a statenent
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with respect to the not-for-profit hospitals and the
relative inportance of different characteristics. And then
we can sort of settle it, since it is on your |ist of market
factors. And get a statement fromthem about their
assessment of what it's like right now, what the issues are,
and how i nmportant one thing is versus another.

MR. ASHBY: As managing this process, | do have to
ask how nmuch we're thinking about this. But perhaps we
could do sonme |imted distributions. As you say, we could
| ook at what the percentiles are within these broad groups
that we've |l ooked at. | think if we did that before
subtracting out the above cost I ME and DSH, and then after
you'd find that the distributionis a lot |ess afterwards.
But | think that basic |level of analysis we probably could
do for next tinme.

DR. ROWNE: For overall as well as Medicare.

MR. ASHBY: Right.

DR. RONE: And we could get a letter fromone of
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these rating agencies in a week.

DR. STOAERS: | think what 1'd Iike to see on the
GVE thing, our experience is the |arge urban hospitals that
do not have the graduate nedical education are actually
doing a lot better than those with.

MR. ASHBY: Medicare or overall?

DR. STOAERS: Overall. So | would be interested
to see how that works out on the distribution.

DR. WAKEFI ELD: Jesse, we talked a little bit
about the issue of access to capital and the inportance of
that. |'mthinking about access to capital now in the
di scussion that you provide related to -- well, in the text
on the bottom of page five and six.

I"mtrying to think about the relevance of this
di scussion to rural hospitals, for exanple. And so when
| ook at access to capital to inprove equi pnent and physi cal
plant and it's okay, but what's the rel evance of that

indicator, i.e., bond ratings for exanple, for access to
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capital for rural hospitals since about 45 or so percent of
them are publicly owned by counties or towns? So what's the
rel evance of sonmething like a bond rating when we think
about access to capital for this big category of rural

hospi tal s.

And al so, what's the rel evance of discussion --
and so I'mtrying to think about what's another way of
getting at that issue of access to capital? Because clearly
it's inmportant for small rural hospitals, as well.

The other part of this, the indicator of their
stock price, as well. In terns of stock prices, only about
8 percent of rural hospitals are for-profit, and |I' m not
sure how many of those are going to show up on any sort of
stock index. But only 8 percent are for-profit, | think, of
rural hospitals.

So ny question is is there anything else we could
be | ooking at or thinking about to try and get a handl e on

access to capital if this is sonewhat |ess relevant to those
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hospital s? Anything el se you can think of?

MR. KERNS: |'m open to ideas.

MR. MJULLER: Just a quick followon to Mary's
guestion, since a lot of the safety net hospitals in the
country are, in fact, governnmentally owned, when they borrow
for their capital needs it's not done as a hospital. It's
done as a governnental agency.

So you can | ook at those nunbers of borrow ngs for
hospital type, and kind of |ook at the trends, whether it's
drying up and so forth, by the New York Cites and Chi cagos
and LAs of the world, and so forth. You can get sonme sense
of whether that's going up or down in terns of their
borrow ngs.

MR. HACKBARTH:. | | ook at page 12 at the question
that | keep comng back to is is the systemhealthy? 1Is it
functioning properly when the only way to have a positive
margin -- | may be overstating this a bit, but allow nme to

do that -- is if you get paynents that are by design
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unrel ated to cost, nanely | ME and DSH?

| f you' re just under the basic system you're
going to | ose noney. That doesn't sound |like a very healthy
situation to ne.

MR. MIULLER: You really want to go that far and
say they're unrelated to costs?

MR. HACKBARTH. |If we're tal king about the half of
I ME -- unrelated to the Medicare costs. Yes. So if we're
tal ki ng about the so-called subsidy piece of IMg, it's
beyond what the forrmula shows. And then the DSH, by
definition, is for non-Medicare patients. So we've got a
basi c system where you don't do very well unless you get
t hese suppl enental paynents unrelated to your Medicare
costs. That's what the table says to ne.

MR. MIULLER  There's sone part of |ME that
obviously is related to costs. There's DVE that's rel ated
to costs.

MR. HACKBARTH. This only has to do wth the half
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of I ME unrelated to costs.

DR NEWHOUSE: | want to try to frane the debate
as | was hearing it. First of all, on the distribution
side, there's at least two policy issues running through
here. One was alluded to by Bob, the | arge urban
differential of one or one plus percent relative to -- by
| arge urban here is neant, | believe, nmetropolitan of 1
mllion or nore population, if |I remenber right.

So relative to everybody el se, even hol di ng things
equal , they get another percent or so.

MR KERNS: 1.6.

DR. NEWHOUSE: 1.6; thank you. However, as |
recall, that does cone out of the regression. So in a
sense, there's just basically sone higher costs there that
we can't otherw se explain with what we've got in the --

MR. ASHBY: No, no. That's not the case,
actually. As an advance on what | was just going to say,

"1l just go ahead and say it now. The nmultivariate
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findings were that there is, in fact, no difference between
the hospitals in major urban areas and ot her urban areas.
In fact, the other urban areas is actually a tad higher.
There is, though, a difference between the costs
in urban areas in general and the costs in rural areas. The
rurals are lower. That | eaves you wondering whether they're
| ower because they didn't have the resources to spend. But
be that as it may, there is a difference between urban and
rural. There is not a difference between | arge urban and
ot her urban.
DR. NEWHOUSE: Thanks. So that's one policy issue
on the distribution side. The other one is the one that
we' ve just been nostly tal king about, which is the roughly
half of IME that's above so-called enpirical |evel or the
subsidy. | just wanted to step back and try to put both of
those in a sonmewhat |arger picture that also actually goes
to the point about the distribution of hospitals and what

percent they're in, have negative total margins, and so on.
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W have set up a systemand have lived with it for
| o these nany years now that attenpts to be a national
systemthat has sonme adjusters in it for local conditions
but those are going to inevitably be inperfect. In
particular, the systemreally ignores |ocal market
condi ti ons.

So this cones up in the discussion where | think
Jack started out to lead with the total margin and the
rurals. Private plans can exploit the conpetition to a
greater degree in the urban areas than they can in the rural
areas. Put it another way, rurals tend to have nore market
power. It shows up in the total margin.

The question is should Medi care take cogni zance of
that, whereas it doesn't now because it basically has a
uniformsystem As | said, it doesn't really attenpt to
nmeasure conpetition in the local market. One could regard
the two policy things that we're dealing with, the urban

differential and the | ME subsidy, as very crude corrections
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for that.

By the way, | should say | personally would get
rid of the urban differential and | would get rid of the
subsidy in IME. But in trying to think about a franmework
for how to think about these issues, | think one of the
rel evant things is should Medicare, in sonme way, take
account of |ocal market conditions.

The other, and it's quite relevant, | think, for
the negative margins, is what does Medi care do about
hospital circunstances that are heterogenous other than the
| ocal market conditions? Different unnmeasured case m X,

di fferent managenent capabilities, different degrees of
phi | ant hropy, different degrees of support from |l ocal
governnents or state governnents.

Hospitals cone in all sizes, shapes and flavors.
Medi care essentially tries to strike a rate that falls
sonewhere in a quite diverse distribution. |If it goes

toward the high end of the rate and | owers the percent with
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negative nmargins, it's going to essentially give windfalls
to the people that are in the better off circunmstances and
conversely, as it pushes tighter, it will disadvantage the
people at the high end. It seens to ne that's just a
fundanment al probl em here that we have.

But what | think we have to come to grips with is
that we have sort of a one size fits all systemin the PPS
and inevitably there's going to be things that stick out
that are going to want to be sanded down. |It's a question
of how far we go al ong that path.

DR REI SCHAUER. W th respect to whether Medicare
shoul d take advantage of differential nmarket power in
different areas, | would suggest that the answer is a clear
no because to the extent it did it would raise the cost of
i nsurance in those areas, private insurance, and increase
maybe the nunber of peopl e uninsured.

It has an ability and an obligation, | think, to

exercise its average market power in the nation --
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DR. NEWHOUSE: As | said, given where | cane out
on the things, | would not take advantage of it, either.

DR. RONE: Can | ask a question about that,
Prof essor Reischauer? Wy is it if the previous observation
about the reciprocal nature of the Medicare paynents and the
ot her comrercial paynments holds, then if we paid nore in
rural areas for Medicare because the Medicare margin is
down, one m ght expect that that woul d reduce the paynents
fromthe non-Medi care payers and the overall cost of
i nsurance in that nmarket would not go up

DR. NEWHOUSE: That should hold in conpetitive
mar kets, that reciprocal thing. Once you have nonopoly,
then there's no reason why the hospital shouldn't exploit
its market power.

DR ROAE: | don't know what the experience has
been with respect to these hospitals.

MR SM TH  But, Jack, that does assunme quite

i nprobabl e behavior. Wthout any change in degree of market
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power available, that prices in the private side are going
to be reduced reciprocally to increases on the Medicare
side. | can't inmagine why that woul d happen.

DR. NEWHOUSE: That's the dat a.

MR. KERNS: Medicare inproved as a payer in rural
areas for the last eight to 10 years, and private payer
paynent-to-cost ratios didn't budget. Even as costs went up
faster in rural areas.

MR SMTH. That was my point.

DR. RONE: So the point is that this reciprocity
doesn't count there, or doesn't occur there?

MR. KERNS: It's correlated, there's no causality.

MR. MILLER It's correlated with the weights.

MR. HACKBARTH. [I'ma little confused in this
exchange. It would be hel pful to ne, Bob, if you would
restate your point one nore tinme. Let nme nake sure |'ve got
it.

DR. REl SCHAUER: |'mnot sure now that we're on
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t he sane wavel ength here. But | do think, and you're
telling ne the data doesn't show this, that if Medicare were
a better payer in rural areas, Jack woul d be paying
hospitals less in those areas because | think a | ot of these
hospitals are nunicipal county hospitals and that they are
trying to cover total costs and not trying to maxim ze rent.

DR. RONE: That was the point of ny question.
That's what |'mtrying to clarify. That's what | thought he
was sayi ng.

DR. NEWHOUSE: | don't think we've seen those data
on total margins.

MR. KERNS: You've seen rural total margins for 10
years. You' ve seen rural paynment-to-cost ratios for private
payer and for Medicare for the last 10 years. Medicare
i nproves each year. Private payers do not fall a bit. 134
percent of costs for 10 years, from'90 to '99, even as
Medi care i nproves, say six to eight points.

DR. NEWHOUSE: All right, that confirns what |
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t hought, which was that under conpetition that you will get
this inverse relationship. And with market power, there's
no reason to observe it.

MR SMTH | thought Jack was headed in a
different direction. |'mstruck by another sort of crude
bal ancing. There is, and partly intentionally and partly as
an artifact of two different paynent policies. But the
Medi care margin and its distribution as a result of | ME and
DSH paynents does, in an inportant way, on a geographic
basi s conpensate for the higher overall nmargin that's been
sustai ned. W don't know how to deal with either of those
phenonenon entirely through the Medicare paynent system

But we've got this sort of crude bal anci ng
mechanism It's a subsidy in the urban areas who can't
avai |l thensel ves of the sane kind of market power that's
avai lable to rural hospitals. Medicare paynents don't quite
conpensate for costs in rural areas. The inverse is true,

particularly in |arge urban areas.
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You never actually own up to having designed the
systemthat way, but |I'mnot sure that the outcome is not
better than if we tried to tinker with each of the sort of
odd bal ancing itenms that have ended up here. 1'd be very
cautious about trying to nake Medicare margi ns equivalent in
t hese situations where very different market power is
avai l abl e to the institutions.

| think if you |look at the total margin data, as
nodi fied by Jesse's observation that the rural/urban
distinction is held, and then you | ook at the Medicare
margin data, there is a crude reciprocity there that nay be
the outconme we'd want, and we couldn't get there if we tried
to get there with precise Medicare paynent policy.

MR. HACKBARTH. Are we saying that we want to do
i s have Medicare pay noney to hospitals that |ack market
power? |If they |lack market power, it's because there are
| ots of other hospitals there to serve Medicare

beneficiaries and lots of conpetition. |'mnot sure that we
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want to pay nore to hospitals that |ack market power.

| thought the nore plausible argunent is that
t hese hospitals carry other burdens that the federal
government needs to recogni ze.

MR SMTH  No, that was precisely ny point. But
because they | ack nmarket power, they aren't able to
conpensate for those other burdens with tools other than
public paynent policy.

MR. HACKBARTH. But then that gets us back to the
guestion | raised earlier. |If in fact we start to say, in
formul ati ng Medi care paynment policy we | ook not just at
Medi care margi ns but total margins, where do we draw the
line? Does that apply to every class of provider? You open
that door a little bit and a whole | ot of people will cone
in and say well, | qualify. M total margins are bad, pay
nme nore.

MR SMTH  Mst of us weren't around -- Bob and

Joe may be able to help. But clearly, DSH and | ME have
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their roots in precisely that observation. And folding them
into Medicare was taking advantage of an available tool in
order to do precisely what you just said, which is address
the di screpancies in the ability of hospitals to maintain
positive margins.

DR. NEWHOUSE: Actually DSH and I ME, | woul d have
said, differ on that score. That description applies to DSH
and not to IME. |IME was a recognition right fromthe outset
t hat teaching hospitals had hi gher costs and sonet hi ng was
going to have to be done about that in the system The
subsidy got built in because people were in a hurry to get
the legislation through and that was kind of a crude
approxi mation. The original way of dealing with it had sone
nmet hodol ogical flaws and they said well, we'll just double
the enpirical level. And we've been kind of working our way
down fromthere.

MR. HACKBARTH: W need to nove on to the next

step in this analysis which is Jack talking to us about the
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i npati ent updat e.

MR. ASHBY: W actually had two remaining issues
here on the inpatient side. One is the redistributional one
we' ve already tal ked about a bit, and so I'll just kind of
customi ze ny comments there. The other is the adjustant for
cost increases in the next year.

Taki ng on the cost increases for the next year
first, this begins with our forecasted increase in the
hospi tal narket basket, which is 2.9 percent. | would just
add by way of side comentary, that this is a brand new
forecast that just cane out in the last few days. The
forecast has been reduced fromthe previous one, presunably
reflecting national events and a downturn in the econony.

O her considerations that mght go into this
adjustnent for the next year. First off, let ne say that
l acking any ability to really neasure either the cost inpact
of technol ogi cal advances or productivity change, we are

basically planning to assune that the two of fset each other.
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| would comment that we have a tech pass-through paynent on
the inpatient side now But by law, that is to be

i npl enent ed budget neutral and so basically should not be a
factor in considering overall paynment |evel.

A different kind of issue, the cost of disaster
preparedness is especially likely to be a ngjor issue in the
com ng year, but we've gone into this with the assunption
that any new federal nonies will not be routed through
Medi care, which is probably appropriate given that the goa
is to protect the entire population. So again, we are not
proposing to deal with this.

In theory there's a third issue that m ght cone
into play here, and that is that we m ght project per
di scharge cost increases to be bel ow market basket because
we expect further decline in the length of stay. The reason
we m ght expect the further decline is that we have had
declines 10 years in a row and our National Health |Indicator

Survey strongly suggests that we're going to have an 11th
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year of decline in 2001.

But on the other hand, there is sonme evidence that
the length of stay is stabilizing. That is, the annual
reductions are getting smaller. And then we have to say, in
fairness, that as with the technol ogi cal changes, we have no
real way of making a prediction of what's going to happen
way out in 2003. So we were not proposing to go down this
path either. W're putting it in the sane class as the
t echnol ogi cal changes. They are sort of small factors that
we really can't deal with very accurately in a prospective
way.

So that | eaves us with the market basket forecast
as the best estinate of the increase in efficient providers
costs. To get back to Ral ph's comments of a few m nutes
ago, we would indeed apply that to all hospitals because the
cost increases to the next year would be expected to be the
sane for all hospitals. By conparison, the current lawis

mar ket basket m nus 0.55 percent.
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Now, turning to the redistributional issue, as Joe
poi nted out the base rate is 1.6 percent higher for
hospitals in | arge urban areas. Wat we wanted to focus on
here is -- this is the perfect place for use of our margins,
havi ng subtracted out DSH paynents and the portion of | M
above costs, because it is that |evel when we're | ooking at
our core Medicare paynents that are to relate to the cost of
care that we see that the margin for hospitals in |large
urban areas remai ns about four percentage points higher.

So irregardl ess of what subsidy type nonies the
system has put out there to help these hospitals with their
mar ket conditions, they' re four percentage points higher
even before considering those various subsidies.

This isn't supported by the cost analysis, as we
pointed out a mnute ago. So we thought that there's a
policy issue here. There is the possibility that we m ght
want to, perhaps not in one swell swoop, but we m ght want

to narrow the gap in the base rates by subtracting a snal
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i ncrenent fromthe update that woul d ot herwi se apply for
| arge urban hospitals and adding a small increnment for other
urban and rural hospitals.

It happens by sheer coincidence that the two
groups are weighted equally. So for exanple, if we were to
have a plus 0.5 and a mnus 0.5, it would be budget neutral
natural ly.

| deal |y, we woul d probably want to continue to
treat the other urban and the rural groups as a single group
to avoid going fromtwo to three base rates. |f anything,
we'd like to go in the other direction, towards one base
rate with adjusters as appropriate. So that's a
consideration to keep in m nd.

Then, the difficult part is that obviously we
shoul d consider that a prospective change, in light of other
changes that may affect the distribution of paynents between
t hese groups, and there are several potential of them So

it creates a rather conplex picture.



10

11

12

13

14

15

16

17

18

201

If we could |l ook at the chart, the first one of
themis the reduction in the | ME paynent that's scheduled to
go into effect in 2003. | want to rem nd everyone that that
was taken into account in the nodeling. So the 3.8
percentage that we saw is after that reduction. But we put
it up here for information purposes because we thought that
it mght be considered relevant in a dynam c sense. You'd
have to ask whether we would want to reduce the gap in the
base rates in the sane year as this | ME reduction takes
pl ace. Because for sone hospitals, they would have to
absorb both sinultaneously.

The second one you see there is the adjustnent for
occupational mx in the wage index. This will indeed, on
average, reduce paynents to hospitals in |large urban areas
and raise themformhospitals in rural areas. But this is
only on average. And we don't really know now nuch

An anal ysis we did sone seven or eight years ago

suggested the answer mght be in the nei ghborhood of 2
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percent of the bottomand the top. But that's old data only
fromone state. Basically, we don't know.

W're also not sure how this would play out in the
m ddl e group, the other urban areas. Mst assuredly there
wi |l be sone conbination of increases and decreases, and |
couldn't even conjecture where the average would fall. And
then the big problemhere is that this isn't going to happen
until about 2005. So we have an issue that's sonmewhat
anal ogous to our RUGs in SNF this norning. Wat do we do
for the three or four year period before this takes place?

Critical access, we only nention it in the sense
that, as Jesse nentioned, there are 200 hospital s that have
gone critical access that are not yet reflected in our
analysis. And so we would expect to see a further increase
in paynments for those rural -- the average that you saw for
rural hospitals will rise by these 200 hospital s dropping
out because nost of them have negative margins.

Then lastly, and probably nost problematical, is
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our series of reconmendations. This includes both the
reform of the disproportionate share systemthat we
publ i shed in March and our rural recommendations in June.
This presents a very uncertain situation because virtually
none of these, as everyone knows, has been enacted, although
t here has been Congressional interest in virtually all of
them W just sinply haven't gotten there yet.

The DSH reform inpact nunbers that you see there,
this is actually new analysis that we just finished up in
the | ast couple of weeks. You'll see that done budget
neutral, our proposal would significantly raise paynents for
rural hospitals with a small reduction for urban hospitals.

Qur ot her reconmendati ons, you see the nunbers,
but those are very basic. Depending on exactly how t hese
are specified, the inpact could be significantly greater.

W really can't do an inpact analysis yet, because sone of
t hese recommendati ons were in a very general formthat would

require further specification before we'd know what woul d
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happen.

So these are the things that are all sort of in
t he back context as we consider the possibility of this
adj ustment to the base rates.

MR HACKBARTH. Wuld it make sense, Jack, to
bring Chantal up here to tal k about the outpatient piece?

MR. ASHBY: It would, vyes.

DR. WORZALA: (Good afternoon. Now we're going to
turn to the hospital outpatient update.

The | aw established the update for the outpatient
PPS t hrough 2002. And in the absence of additional
| egislation, in 2003 the Secretary will establish the update
based on the hospital market basket index used for updating
the inpatient PPS. However, no outpatient PPS process has
been described in regulation to date.

The | aw does allow the Secretary to adjust the
update in response to excess volunme growh. MdPAC has

recommended that the Secretary refrain fromdoing this and
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has recommended an update approach that takes into
consideration the factors affecting efficient providers
costs. You've never heard that before, |I'm sure.

As with the inpatient PPS, MdPAC will nake an
updat e reconmmendation that foll ows our conceptual approach
outlined this norning. This is the first time that we w il
make an outpati ent PPS update recomrendati on.

The first consideration in determning the
out patient update is any increnent to be added or subtracted
due to our conclusions regardi ng paynent adequacy. As we
just went through, paynent adequacy was judged at the |evel
of the hospital. And so we would have to think about
al l ocation of a paynent adequacy adjustnent to the inpatient
and out patient paynents.

One approach would be to treat themequally, with
the sane increase or decrease applied to both. For exanple,
this is purely hypothetical, if we determ ne that hospital

paynments as a whole are 5 percent too lowrelative to costs,
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we woul d add five percentage points to both the inpatient
and out pati ent updates.
Anot her approach, however, m ght be to nake
di fferent adjustnents in each sector. W would do this if
we t hought that paynents relative to cost were nore or |ess
adequate for one sector versus the other. For exanple, we
m ght think that the cost basis overstated for outpatient
services and understated for inpatient care. And in fact,
the limted informati on that we have, which cones froma
study using 1991 resource cost data, does suggest that
out patient costs are overstated by as nuch as 15 to 20
percent with inpatient costs correspondi ngly under st at ed.
We woul d |i ke some nore recent data, but we don't have it.
I f we adjust the margins to account for that
difference in cost allocation, inpatient margins do stil
remain five to six percentage points higher than the
outpatient margins. Just as a point of information, when

t hi nki ng about all ocations between the two sectors, the
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i npati ent paynents are about five tines |arger than the
out pati ent paynents.

kay, so that's it on sort of follow up from
paynent adequacy. The next consideration in the update
woul d be expected changes in costs for cal endar 2003.

The | atest market basket forecast is 3 percent,
which is slightly higher than the market basket for the
fiscal year 2003, which is 2.9.

The next update factor that we mght want to
consider on the outpatient side is cost changes due to
t echnol ogi cal advances. This is a little bit tricky on the
out pati ent side because the paynment system does have two
mechani snms in place already to pay for new technol ogy. One
of these mechani snms, the new technol ogy APCs pays for a
conpletely new service. So you have a conpletely new APC
code.

It is not budget neutral, which nmeans that the

costs of this type of new technol ogy are funded through the
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base paynment stream and do not therefore need to be taken
into account in determ ning the update.

The ot her new t echnol ogy paynent mechani sm which
are the pass-through paynments for inputs to an outpatient
service, is inplemented in a budget neutral fashion and it's
t heref ore anal ogous to the recalibration of relative weights
anong services. Therefore, we may want to consider the net
increase in costs due to these new technol ogi es after taking
into account, of course, any technol ogi es that decrease
cost s.

O course, as a practical matter, and is the case
on the inpatient side, we do not have a reliable neasure of
the net change in costs due to technol ogi cal advances in
outpatient services. So we may wish to follow the sane
| ogi ¢ as has been suggested before and assune that cost
i ncreases due to technol ogi cal advances are of fset by
productivity gains.

As a further note on the outpatient side for the
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year 2003, we do not anticipate any significant pro rata
reductions for the pass-through paynents because the vol une
of items that will be funded through the pass-throughs
shoul d decrease dramatically in conparison to 2002.

A final factor that m ght affect outpatient costs
in 2003 is the continued roll out and inplenentation of a
relatively new paynent system Hospitals have certainly
experienced sone cost increases due to information systens
and i nproved coding that's been needed for the PPS.
However, nost of those costs should be absorbed before 2003.

I n addition, experience from other new paynent
systens has shown that hospitals generally do constrain
their costs in response to the uncertainty introduced by a
new paynment system

So now I'Il just turn the presentation back to
Jack to present a sumary of the discussion.

MR. ASHBY: W can put up this |ast overhead and |

was only going to do about 10 seconds worth, and that is we
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t hought it mght be useful to create this little framework -
- it's actually a scoreboard, | guess, for the factors that
we m ght work through in our decision.

The top line represents basic paynment adequacy.
| f paynents are adequate, zeros. But if paynents are nore
or | ess adequate, we have a nunber on that top line. And it
rai ses the second question, which is do you want that nunber
to be the sanme on the inpatient and the outpatient side?
Hence, the two |ines.

Then vertically, on the inpatient line only, we
have the question of possible upward adjustnment for other
urban and rural areas, downward adjustnent for |arge urban
areas. Then we go down to the next line, that has the two
next to it. There's the adjustnment for next year. That
woul d be on the order of 2.9 percent. | guess it was three
points for outpatient. And then the bottomis just the sum
of the two across the board.

So that gives you an idea of what vehicles we
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coul d use for our various decisions here.

MR. HACKBARTH. Jack, can | go back to page 15 and
t he di scussion of elimnating, perhaps in steps, the
urban/rural differential in the base rate?

MR. ASHBY: |'msorry, | was scranbling for ny
paper .

MR. HACKBARTH:. The urban/rural in the base rate.

You say one of our options is to elimnate that or do so in

steps?

MR, ASHBY: Yes.

MR HACKBARTH. This was an issue we di scussed
when we did the rural report. It was not one of the options

that we included in the recommendations we included in the
final report. Could you just refresh ny recollection as to
why we didn't do it then? Has anythi ng changed?

MR. ASHBY: We cast it in terns of there are both
advant ages and di sadvantages to do so. | think the

difference really was that we were focusing solely on rural
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hospitals at the time. And the nmultivariate cost of

anal ysi s does indeed suggest that costs are lower in rural
areas than they are in urban areas. So | guess the
suggestion, all else equal, is that perhaps there's cause
for this differential.

The problemis that now that we' ve sort of
broadened our look at it, that is not the case with respect
to the |l arge urban, other urban split. There really appears
to be no justification for that.

So if you went solely on the cost findings, you'd
have sone support for it with respect to other urban. You'd
have sone support against it with respect to rural. So
there's no cl ear answer.

And that's essentially what we said in the spring.
there really is no clear answer to this.

MR. HACKBARTH: Help ne connect that now to the
tabl e on page 12. W're saying that the differential is

arguably justified because rurals have | ower cost. But what
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page 12 seens to suggest is that the paynents are even nore
| ower .

MR. ASHBY: Right, but some of those paynents
t hough, of course, are outside the inpatient arena. On page
12, we're looking at the all Medicare --

MR. HACKBARTH. That is a switch

MR. ASHBY: Sonme of the | osses are indeed not
comng frominpatient. These rural hospitals have a | ot of
outpatient care and that's where a lot of it cones from and
the SNF and hone health as well.

But in the broader picture, in the broader sense,
you're right.

DR. NEWHOUSE: | guess |I'd like to propose that
our presunptive policy would be to go with the enpirical
data and create a policy around exceptions. Under those, as
| hear it now, what that would inply in this domain is that
actually the | arge urban category woul d get expanded to al

urban, and the whole thing would be recal culated. 1Is that
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right, Jack? The enpirical data show costs higher in al
urban relative to rural and no significant difference
bet ween | arge and smal |l urban?

MR. ASHBY: It is true.

MR. LISK: That's when we had a vol unme adj ust nent.
When there's no volunme adjustnment, there really is no
significant difference.

DR. NEWHOUSE: W have to show it both ways.

MR, LISK: Because this current system doesn't
have a volune adjustnent. So when we were doi ng that
nodel i ng, we had the volune adjustnment in there, and that's
where rural canme out lower in that case.

DR. WAKEFI ELD: So wi thout a vol une adj ustnent --

MR LISK: Wthout a volunme adjustnent, there
basically is not a significant difference between the
groups.

DR. WAKEFI ELD: The groups bei ng?

MR. LISK: Large urban, other urban, rural --
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actually, there probably is slightly significantly higher
costs in the other urban group. And the rural group is
simlar to the large urban. So in fact, the other urban
group actually has higher costs. That's fromthe
regressi on.

That' s probably circunstances of market
conpetition for managed care, which is nore prevalent in the
| arger urban areas, and has hel ped push down costs and, in
ef fect, pushed down Medicare's costs in those markets
conpared to sone of the snaller other urban markets where
that's not the case. And | think that's the explanation for
t hat .

MR. ASHBY: So that does change the picture a bit.
It seens to suggest that perhaps there's little
justification for a differential at all.

MR. HACKBARTH:. Joe, would you restate the policy
direction that you were --

DR. NEWHOUSE: The general thrust would be a
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presunption for what we've called el sewhere the enpirica

| evel generally, with exceptions. W can always choose to
make exceptions. But | fear we'll always be making ad hoc
fi xes and then maybe the ad hoc fix will turn out to need
anot her ad hoc fix next year. And we're doing it on out of
dat e dat a.

Now adm ttedly, the enpirical level is out of date
data, but I"'mnore confortable with trying to |l et us be as
data driven as possible in our adjustnments to paynents
across types of hospitals. |'d suggest as kind of a guiding
principle that's what we do here.

Now admttedly, the enpirical level is going to
depend on what the total adjustments in the system | ook
i ke, as was just brought out with the | ow vol une
adjustnment. But | presune we can handl e that.

MR. HACKBARTH:. Just so that | understand you're
saying, let's do this analysis and if it suggests that there

isn't an urban/rural differential, let's elimnate that.
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And also, let's go with the enpirical nunber applied to I ME
as well? Ckay.

O her comrent s?

MR. MULLER: 1'd also want to conme back to the
guestion on page 12, the Medicare margi ns and the dial ogue |
had with Jack earlier about the non-allowable costs.
Qoviously, if they're trivial then it doesn't change the
table in any significant way. |If they are at the 3 percent
or 4 percent level and the Medicare margins would, let's
say, be at zero. Because | nean those costs, and | can
understand the policy purpose of saying they' re not
al l omwabl e for Medicare -- for exanple, sonme of those costs
have to do with advocacy, have to do w th phil anthropy, and
so forth, which are ways to try to secure funding for
keepi ng these institutions going. But they are real costs.

| think very few people should argue that one
shouldn't try to raise noney for travel, institutions and so

forth.
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So if they do start approximting that roughly 4
percent level, and certainly |I don't know what the nunber
m ght be, but | knowit's nore than a trivial nunmber. And
therefore if, in fact, the margins are zero, that's an
i mportant thing to know.

If the overall is zero, there could still likely
be the kind of distributional spread that is on this table.

Just everything kind of noves down a little bit. The fact

t hat Medi care has chosen not to allow certain costs does not

nmean those costs do not exist and certainly they are borne
sonewher e.

DR. REI SCHAUER  Just a question to Jack. Do
those costs reappear in the total margin table?

MR ASHBY: Yes.

DR. REI SCHAUER. And so do unconpensated care
costs and the costs that Aetna doesn't pay?

MR. ASHBY: Everything.

DR. REI SCHAUER: Everythi ng reappears.
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DR. STOAERS: | just had a question, Jack. You
know, on page 12 again, the | ME above costs is a 50 percent
nunber that's a huge factor in this. | know that
historically it was originally based on the 1980s nunbers.
|s this based on current data, that's 50 percent?

MR. ASHBY: W' ve redone that analysis a half
dozen tinmes over the years. The |atest one was done for our
GVE work two years ago, | believe. So it's approximtely
two years ol d.

DR. STONERS: M whol e point that since it is such
a huge factor in here, | think it would be great to explain
that in the text, that this is a current nunber, that it is
justified.

MR. ASHBY: Right, and it is enpirically driven.

DR. STONERS: Because | think in a ot of people's
m nds, that's an old nunber. It mght be good to explain
t hat .

DR. WAKEFI ELD: | just want to share ny
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perspective that | think that Medicare should be paying its
fair share and that fundanentally we ought to have the
paynent as precise in its remuneration for costs of
providing care as we can with an inefficient system

I'ma little troubled, and so I'Il look forward to
nor e di scussion about the fact that because rural hospitals
have higher total margins that somehow that m ght nean that
we don't have to be too concerned, in a way, paying its fair
share within that environnent if other payers are paying
nore. |'mtroubled by that notion.

And al so, because | think if that is the approach
that we take, then we also apply it to other settings, as
well. Not just hospitals, but our discussion earlier about
long-termcare facilities, for exanple. And frankly, |
woul dn't be a bit surprised if we don't have sone rea
problenms with Medicaid paying its share of the freight for
| ong-term care Medicaid beneficiaries.

So the question is do you build in that kind of
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cost shifting, or do we try and ensure that the paynents are
adequat e.

Secondly, |I'd be interested in knowi ng to what do
t hose higher total margins really translate to, in terns of
total dollars? | think on average, for exanple, rura
hospital s have | ess cash on hand. They tend to have ol der
physi cal plants. So when you think about higher total
mar gi ns, but percent of what? Wat are the real dollars
behi nd that and what can you do with that additional X
dol l ars anyway? So | guess that's another factor that plays
in.

A third thing is we do have paynent policies that
may or may not be accurate in terns of special paynent
policies for rural facilities, special paynent policies that
build in sone disparities or differences through DSH and | VE
for urban hospitals, for exanple.

But | certainly don't see this as being any sort

of equival ency given the lay of the land right now. So just
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based on what | was hearing a little bit earlier, | really
want to nmake sure that we're not assunming that they' re both
kind of taken care of. Because if anything, |'d say rurals
woul d probably step up on the plate and be happy to do a
switch tonmorrow in terns of the payment policies reversed,
if there was in fact any sort of an equival ency here.

So | guess just sort of a reaction to sonme earlier
di scussion, and | know we'll be com ng back to all of it
agai n.

M5. RAPHAEL: The only thing that | want to be
sure that | fully understand, based on what Craig said,
we' re saying that because |arger urban areas, in respondi ng
to managed care, reduced their costs sonewhat or had the
ability to reduce their costs sonewhat, we believe the base
paynents for that sector ought to be reduced and Medicare
woul d accrue the benefit of those reductions? Wat am!|
m ssi ng?

s that a correct interpretation of what Craig
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sai d?

DR NEWHOUSE: |'mnot sure. There's two
different issues One is the issue of the total anount of
nmoney in the systemwhich this really goes to, and the other
is the distribution of that noney anong different cl asses of
hospi tal s.

We' ve heard the enpirical data on the strength of
the rationale for the differences in the distribution. So
if you did it budget neutral, you would reduce the |arge
urban and you woul d i ncrease everybody el se by sone anount,

somet hi ng under a percent, probably.

MR. HACKBARTH. Any other comments? O solutions?
Sol utions woul d be wel cone. Gkay, | think we're done for
now.

Just to nmake it clear, the floor is open for
guestions and comments about the outpatient piece, as well.

Joe, did you have sonething you wanted to say on that?
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DR. NEWHOUSE: | don't know to what degree ot her
peopl e share this. | had a -- this was really through a
gl ass darkly, or maybe darkly squared. | nean, | didn't

know how to react to these nunbers. Admttedly, sone
deci sion has to be made, but Murray's conment or ot her
peopl e's conment about maintaining stability and Carol's
comment about hone health may be apropos here. That doesn't
| ead us to an update nunber, but probably we ought to try to
hold with what we think expectations are for the nonent,
until we have sone dat a.
| didn't know what to do about the -- but | was
interested if anybody had any ideas about -- that was why I
brought up the notion that we didn't tal k about outpatient.
DR. ROAE: What's going to be the timng of our
consideration with respect to these issues?
DR. ROSS: The usual timng. You'll make a
deci sion at the January neeting.

DR. RONE: So are we going to likely get sone
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draft recomendati ons around Christmas or sonetine?

DR ROSS: W're going to try and disentangle, do
sonme forensic work on the transcript here, to see what
direction all this leads. | nmean, the world is a little bit
nore conplicated this year in past years. Part of that is
self-inflicted because of the approach we're taking, and
part of that is inflicted by the reality here of trying to
| ook at an overall neasure of paynent adequacy, figure out
how to deal with it vis-a-vis inpatient versus outpatient,
t hi nki ng al so about the distributional issues. And then
given that the outpatient systemis still newwth all the
hol d harml esses in pl ace.

We' || produce a couple of recommendations, but if
there's specific directions in addition to sone of the
suggestions for additional cross-tabs and data points that
you' ve asked for, we'll try to get back to you. |If there
are other things you specifically want on the table, nowis

a good tinme to --
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DR. RONE: That's what |'masking, Miurray. |'m
actually just trying to -- you know, in thinking about sone
of the neetings we have, we have di scussions of draft
recommendations in great detail, and then we think about it,
work on it, send sone e-nmails around and vote on it at the
next neeti ng.

We're far fromthose discussions of the draft
recommendations at this point on these issues. Very big
policy issues |oom ng, being | obbed out onto the court here.
And so it seens to nme that it's going to be hard to get to
the point where we're really going to make a deci si on about
this at the next neetings. That's why |I was aski ng whet her,
in fact, we need to do that, what the schedule is, et
cetera.

DR ROSS: | don't think we go into the January
nmeeting with the notion that we're going to perfect
Medi car e.

DR. RONE: 1'Ill cone anyway.
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DR. ROSS: But we want to get sonme of these issues
out on the table. |[If the Commi ssion is not ready to make
recomrendations on it, so be it. But there's a discussion
process here. | mean, you've seen a |lot of different types
of information at the last neeting, at this nmeeting, that we
really haven't encountered before, that the Conmm ssion
hasn't had a chance to think about.

DR. ROAE: That's ny point. So these decisions
have to be published when, in the March report?

DR. ROSS: This is the March report. You're on
t he hook for a paynment update reconmendati on.

DR. RONE: And that decision, in order that it be
published in the March report, has to be made by the January
neeti ng.

DR. ROSS: The January neeting.

MR. MULLER: But given the last chart and the
question of redistribution, which obviously becones

politically than al nost anything else to deal with. It kind



10

11

12

13

14

15

16

17

18

228

of makes market basket ook tame. So | think therefore
havi ng nunbers that obviously are in play and nove around,
even fromwhat we got on Monday to today -- | mean,
under standi ng there's al ways updating going on, so |I'm not
criticizing that. But these nunbers probably will nore a
little bit nore between now and when we get them next nonth.
So whether it's the question of what the
di fference between | arge and ot her urban, or between urban
and rural. M question about what costs are in or what
costs are not in. | think if we're going to go to this kind
of framework and really take on sone redistributional
guestions, we should nake sure we have tine to really Kkick
those nunbers around a little bit rather than just kind of
saying here they are but they may change in a few days
because -- obviously, we're up against a tinme crunch, but
t he kind of spread in those nunbers.
And this goes back to the SNF di scussion, too.

It's not just the hospital discussion. Once one gets into
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redi stribution, one has to have a pretty good sense of what
t he nunbers really nean, rather than just saying in general.
| understand Joe's point, he wants to go with the enpirica
base. But it's very inportant to know what that enpirica
base is.

DR. ROSS: But as we tal ked about throughout the
day, it's not so nmuch that the nunbers are changi ng, but
there's a fair anmount of uncertainty around the nunbers you
see. But that's one reason for |ooking at where are the
di fferences | arge and where are they snmall? |If they're
smal |, then maybe you don't want to spend too much tine
worry about them But for some of the large ones -- it's
hard to | ook at those for too | ong and not seeing that
you're seeing sone issues with the paynent systemthat ought
to be addressed.

Wth respect to non-allowabl es, you' re not going
to know nore in the mddle of January than you know now,

other than to know that that issue is out there and to know
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the direction it goes. W don't know the exact size.

M5. BURKE: But, Murray, | think -- just follow ng
up on Ralph's point, | think certainly one of the
sensitivities -- market basket is always conplicated, but
the redistribution issues are always hyper sensitive because
there are invariably -- | nmean, in a market basket everybody
is sort of invariably treated simlarly.

But in the case of the redistribution, there are
clearly winners and | osers, all of whom have these strange
Congressional district realities. And urban/rural realities
are, as you know as well as | do, quite dramatic. So a ful

under st andi ng of that before we make a deci sion which we can

certainly argue solely based on good analysis, | think we
ought to still have the sense of that. It would be hel pful
to us.

DR REI SCHAUER | was wondering if we had the

mar gi ns for Medicare outpatient by hospital type geographic?

DR. WORZALA: You'll have that for January.
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MR. KERNS: They're pretty nuch all the sane,
negative 17 across the board. But in '02, with the corridor
paynents, the rurals fall to negative 13. So they tend to
do --

DR REI SCHAUER: | was wondering if they were all
t he same or --

MR. KERNS: They were all the sanme in '99, within
a point of one another. But by 2002, with the corridor
paynents, the rurals do about four points better and the
ot her groups don't nove.

DR. NEWHOUSE: | think this has been our policy
all along, but let me just reiterate. Qur first job ought
to be to present at least the enpirical level. And if we
t hi nk we ought to deviate it for sonme reason, we say so and
say the reason.

Qovi ously, the Congress can al ways nmake the
exceptions that it chooses to make, and presumably wll do

so. But | don't know that we need to try to stay ahead of
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t he Congress in that respect.

M5. BURKE: No, and | wasn't supposing that. |
was j ust suggesting that we ought not to go into that tunnel
blindly and not understandi ng what the ramfications are.
| "' m not suggesting we base the anal ysis sol ely on what
[ 1 naudi bl e] .

MR. HACKBARTH. So the one reasonably concrete
proposal that we've touched on is doing away with the
urban/rural differential and potentially with the add-on of
going to the enpirical level on IME. So what | hear Ral ph
and Sheila, and perhaps others, asking for is exactly what
does that nean? How nuch noney is going to be transferred
from whom to whonf

|s there any way that we can provi de sone
information in advance of the January neeting? As opposed
to getting it a day or two in advance of the neeting, give
peopl e a chance to chewon it a bit and perhaps ask a few

nmore questions about it?
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MR. ASHBY: | was wondering about the sane
guestion. If we were to redo the nultivariate analysis
oriented around the question of the appropriate base rate
for the three groups, we nost assuredly cannot do that by
January. But we can probably sunmmarize sonme of the results
of our two-year-old analysis with and without the vol une
adj ustnment that nmay help the situation.

But we certainly can't redo the analysis in that
anount of tine. So we're going to have to go home and think
about that one, | guess.

DR. ROSS: At the sanme tinme, on a nunber of these
guestions, paying the enpirical |level off for the indirect
med ed paynents, you already know what the inpact of that
is. You know who it's going to affect. W can give you a
guantification, but we can probably even do that with a back
of the envelope calculation, $2 billion on an X billion
dol | ar base. But we already know who those hospitals are.

We know where they are. And there's really only one nore
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pi ece of information, and that's quantifying the percentage
i npact .

So we could talk about trying to get inplications
of these various steps, but we already know the inplication
of going to a single rate because we know who w ns and who
| oses out of that. W know what happens on the enpirical
level. In some respects, the analytical part of it is not
that conplicated. The policy and political aspect of it is
the difficulty.

MR. MIULLER: People are nuch nore willing to
engage in -- hypothetically, if the margin is plus 10
percent, people are nuch nore willing to engage in
redistribution than if it was mnus 10. So if the overal
was mnus 10 -- because in part people think there's a
"excess" to be redistributed. |If everybody's kind of
underwater, then they get less into redistribution. So
therefore, the question of what the margin, in fact, is does

i nfluence people's willingness to consider it.
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Secondly, the kind of categories that you use,
must say |I'mnot fully follow ng the discussion on the ngjor
urban versus the other urban, exactly how you and Craig
ultimately came out on that one. So I'Il get briefed on
that |ater.

But the categories that you use becone inportant,
too, which ones you use. So |I'd like to get alittle sense
of how you chose the categories, where they cone from

So part of nmy point is that the magnitude of the
nunbers al so start driving how one | ooks at them And so
therefore, it's inportant to see what they are and obvi ously
the kind of distributional question becones very key, as
wel | .

Again, I'lIl go back to the SNF di scussion, as
well. Perhaps this business is a few hours old, it's not as
much in our mnd right now, but those nunbers were nuch nore
enormous than the ones we're discussing in the hospitals.

So | think as we think about what we want to do, we have to
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t hi nk about this, as you say, across the board and how we
want to make this kind of adjustnents.

M5. BURKE: There's also a timng issue. Joe's
point is exactly right, that we shouldn't be adjusting
things solely on the basis of what the political
inplications are, or at all. But there are decisions that
you can nmake at the margin as to how quickly you get to what
your optimumpolicy is. |If you want to go to the enpirical
evi dence and you want to go to the base nunmber, and you want
to go right now, that's one sol ution

The other is to get there over a period of tine.
If there's a shift of $2 billion and you | ook at what the
inmplications of that are, unrelated to the politics of it
the reality is you may just not want to take people down
that quickly. And so you have choi ces al ong the way.

| think in understanding what the inplications
are, | mean | know you can do a fairly quick cal culation on

t hat pi ece and know who the wi nners and | osers are. The
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guestion for us, | think, should be in part how quickly do
we want to nove people to the policy and what's the
di sruptive effect of having done so over too short a period
of time?

There's a perfect answer but there's not
necessarily a perfect way to get there.

MR. ASHBY: Dovetailing on that very point, we
went into this presentation that at best what we woul d
consider doing this year would be a change to the base rates
of maybe a half point or sonething, to begin noving us in
the direction of one rate. And we were not really going to
contenpl ate doi ng anything najor with the I ME subsidy
because it's such a |arge issue, both analytically in terns
of the nunmber of doll ars.

One of the things we m ght consider is just sort
of saying let's take that issue and put it in the next cycle
and for this very short anount of tinme we have focus on this

nore narrow base rate i ssue, which seens nore viable in the
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short run.

MR. HACKBARTH. | agree with everything Mirray
said. W all know the directional effects and we can do our
back of the envel ope calculations. | still think it would
be hel pful though, Murray, if we could have in black and
white a common description of this, including sone options
like do we do just the urban/rural differential? O do we
do that plus IME? And sone of the options about pace of
change.

We all have our own notions of what those
variations are but we ought to have one set of options that
we're working from | think if we only have that when we
wal k in the door on January 16th, or whatever it is, it's
going to make it a lot harder for us to get to a conclusion
than if we have it reasonably well in advance of the
neeti ng.

So personally, I'"mnot |ooking so nuch for new

nunbers to be crunched as for a frame to be put around sone
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of these issues. Now not just the broad considerations, but
here are policy options for the Comm ssion to consider. And
t he sooner the better.

DR ROAE: | think I'"mbasically going to say the
same thing, | think, that | heard Jack say. | was | ooking
at this sheet that was handed out earlier today. W were
going to |l ook at how they estimate it and how they're going
to assess the appropriateness, and here are the six or eight
factors.

And | think, with all due respect, Joe's
suggestion of by the way, why don't we take this nulti-
billion subsidy that's paid through the | ME paynent and get
rid of that as a kind of throwit on the table, is a broad
di scussion which | didn't see on what | expected to talk
about. [I'mnot saying it's inappropriate for MedPAC, but |
think it's -- the last time we tal ked about this it took a
couple of mnutes and there were a variety of opinions

presented and material presented.
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So | don't feel an urgency to deal with that issue
i mredi ately, unl ess Congress is expecting an updated opinion
fromus on that issue. And | would have thought that we
would Iimt the decisions we make, and they're not trivial
and they have a ot of major policy inplications in them to
t hese ot her issues that we tal ked about, about distribution
and et cetera.

MR SMTH | think | agree with what Jack just
said, although |I nust say Craig seened, to ne, to put an
additional issue on the table by rem nding us that when you
vol une adjust a | ot of the geographic differences go away,
if I understood himcorrectly and renenber that discussion
froma year ago. |If that's true, thenit's not at all clear
to me that the way to deal with the apparent enpirica
differential is to address it on a geographic netric.

|'d be very cautious, | think | end up where Jack
does, although |I'd be very cautious about taking steps which

assune geographically is the right discrimnator, fixing
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that, when we've got lurking in the background what may be a
much nore inportant observation about what accounts for cost
di fferences. And how we would adjust that is not the sane
thing as how we get rid of a 1.6 map difference.

So if we know that, and if we're not obliged --
Sheila's point, if we're not obliged to do sonet hing
dramatic that we don't quite know what it's consequences
are, I'd put on the brakes a little bit and try to deal very
nodestly with decisions that don't take us beyond what we
have a real enpirical base for, instead of sinply sone
synbol s that represent nunbers that nay not tell us what we
really want to know.

MR. HACKBARTH. Any ot her conments?

DR REI SCHAUER: We've cone full circle,.

MR. HACKBARTH: I n what sense?

DR, REISCHAUER | think what David is saying is
you' re backing off of even elimnating the rural adjustnent.

MR SMTH |If, Bob, we thought that elim nating
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the rural adjustment would get us to appropriate paynents --

DR. REI SCHAUER: A nore appropriate paynent.

MR SMTH But if what underlies the current
distinct difference is volune, not geographically, naybe the
rest of us understand what the consequences of addressing a
vol une issue through a geographic tool would be. | don't.

MR. HACKBARTH. Wbuldn't that argunent favor
getting rid of the geographic based adjustnment? |If you feel
the real issue is volunme, you'd want to nove as quickly as
possible to a single base rate and then take up the question
of whether we, in addition, need to do vol une adj ustnment.

MR SMTH | guess |I'mcautioned in that regard,
A enn, by the issue that several people have raised, you
raised it at the beginning of this discussion, is we
continue -- and | think appropriately, as difficult as it
is. W continue to wonder what this Medicare margi n neans
in the context of a different set of nunbers rooted in a

different set of realities for total margin.
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W're constantly sort of -- we don't want to
suggest that we're |ooking at total nmargin, but everybody
around this table does. It would be foolish, it seens to
nme, to say that what we want to get to here is an enpirica
reality that may nmake the ability of hospitals operating
under certain circunstances to provide appropriate care nore
difficult.

And maybe |I'm sl ow and shoul dn't have m ssed the
Novenber neeting, but | don't think we know enough to say at
the nonent the right thing to do is to enbark on a path
however nodul ated as Sheil a suggested, to get rid of that
1.6. |1 don't feel like I know enough to conclude that yes,
let's go that far and then turn our attention to sonething
el se.

MR. HACKBARTH. We're not going to resolve that
i ssue today. Based on the comments thus far, | think
there's a significant division on that. So | want to avoid

any inplication that I"'mtrying to get you to inplicitly
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endorse that right now. |'mnot.

But we do need to nmake a decision come January and
| "' m much nore concerned about how we prepare as well as
possi bl e for the discussion that needs to happen then. W
may end up still divided and we'll have to deal with that.

But 1'd like to see some of the issues nade --
some of the options now | think we've got to get beyond
the issues to options. 1'd like to see them nade as
concrete as possible and their inplications as concrete as
possi bl e, so that people can start fornulating their
t hi nking well in advance of the January neeting.

DR. ROSS: Let ne just add to that. |If you go
back to the table on page 12, you should take a | ook at that
and we' Il bring you back sone options, we'll bring you back
sonme analysis. But at the end of the day you're going to
have to ask yourself when | | ook at that 3.8 overal
Medi care margin, is that a nunber you're confortable w th?

Because that's going to hel p guide your update deci sion.
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You're going to have to | ook at the nine point spread

bet ween hospitals in large urban areas and rural hospitals
and say are you confortable with that? And you're going to
have to |l ook at the 11 point spread between ngjor teaching
and non-teachi ng hospitals and way are you confortable with
t hat ?

That's not to say you're going to have to resolve
it on January 15th or 16th, whatever day we're neeting, but
as laying out directions for future work. As staff, we do
not want to push you beyond your confort |evel.
appreciate it's hard enough having to nake these nulti-
billion dollars decisions on the basis of three-year-old
data trended forward.

But those are your decision points.

MR. MIULLER  But the discussion you ve had the
| ast hour is what categories do you choose? |If you |ook at
your page 12, if you look at the m ddle colum and you see a

ni ne point spread between the |large urban and rural. [|f you
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| ook at the third columm, you have a 4.2 percent spread, a
hal f a spread.

So part of what you see is that half that spread
is driven by a DSH | ME deci sion rather than urban/rural. So
you start to ask yourself if nmore than half of that decision
is driven by that, is that really the distinction to nmake?

| nmean, you can cut the colum by ethnicity. Sone
countries are driving out immgrants. So be very careful
about what categories you use, because there nmay be ot her
things driving that. |'mjust cautioning you, as you start
| ooking at this urban/rural, there's other things going on
t here besi des just geography.

DR. ROSS: Absolutely. If you |ook at the
appendi x in the March report, we slice and dice by about
every way you can. \Wat distinguishes these categories, and
maybe a couple of others, is they reflect deliberate policy
deci sions, unlike ethnicity and di stance from Omha, or

what ever.
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MR. HACKBARTH. | think that the presentation
today and the materials that we got in advance very
successful in terms of raising issues. Thank you for that.

But alas, that is not enough. | think the final
deci sions are going to depend, in part, on people's
assessnment about not just direction but how far, how fast,
and that sort of stuff. |It's going to take a while, for ne
at least, to get ny arns around that.

So again, | would |like to see sonme concrete
options with restatenments of their inplications as far in
advance as possible. And |I'd personally rather have the
staff spend their time doing that well than generating al
sorts of new tables and nunbers, because | think that's
where the nitty-gritty is and the judgnments about these
t hi ngs, not in pushing nunbers around.

So we are now finished, for today at |east, on
paynment adequacy. The next issue on the agenda is what's

next for Medi care+Choi ce?
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DR. REISCHAUER. W're going to get started on
what's next for Medicare+Choice. Scott?

DR. HARRI SON: Now that you' ve taken care of fee-

for-service, we'll deal w th Medicare+Choi ce.
Today we will present our continuing refinenent of
t he Medi care+Choi ce chapter for the March report. | think

this slide sunms up the nood surroundi ng the Medi care+Choice
program Plans continue to profess displeasure and | eave
the program Beneficiaries are unhappy with the plan exits
and the plan benefit reductions. And the Congress is
unhappy with the situation and continues to grapple with
geographi c inequities where sone parts of the country have
no plans at all. And last, but not |east, we at the

Comm ssion, along with the econom sts are unhappy because

t he paynent systemis causing market distortions between the
Medi car e+Choi ce plans and the traditional Medicare fee-for-
service programin |ocal market areas.

MedPAC has recommended that we npve to a
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financially neutral paynent system neaning that the
expect ed Medi care contribution should be equal between

Medi car e+Choi ce enrol |l ees and those remaining in traditional
Medi care. This would at |east solve the |ast problem and
may hel p plans remain in paynent areas where the paynent
rates are below risk adjusted fee-for-service spending.

In order to attain a financially neutral paynment
systemwe need to do nore than just set the rates at 100
percent of traditional Medicare spending. Last nmonth we
detailed the need to push forward with the devel opnment of an
adequate ri sk adjustment system and we have no news on that
front for this nonth.

Last nmonth we al so di scussed the graduate nedi cal
education paynents paid to teaching hospitals that are
currently carved out of the calculations of the
Medi car e+Choi ce paynent rates. In just a mnute, I'Il turn
it over to Ariel to discuss a draft recommendati on on that.

O her adjustnents we could nention in the chapter
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i nclude the use of counties as the definition of the paynent
areas, which last year we recomrended the Secretary exam ne.
In the past, we've al so been concerned about how t he
interaction between the Medi care, Veterans and Departnent of
Def ense progranms should be treated in rate cal cul ati ons.
Unfortunately, staff have not exam ned those questions
recently and we are unprepared to offer any draft
recomendations at this tine.

Finally, last nmonth the issue of the limts on
beneficiary cost sharing in plans was nentioned as
interfering with the plan benefit design. Staff has begun
to look into the issue but in our brief exam nation we've
di scovered it's quite tricky and we're not ready to share
anything with you yet.

Now I "Il turn it over to Ariel to discuss a
potential recomrendation on the GVE carve-out.

MR WNTER  First 1'll quickly review how the

carve-out works, which | discussed in nore detail | ast
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nonth. Under the carve-out, direct graduate nedi cal
education and indirect nedical education paynents to
teachi ng hospitals are renoved from M+C paynent rates and
paid directly to teaching hospitals when they serve MtC
enroll ees. This was done based on the assunption that plans
use teaching hospitals |less and pay themless than fee-for-
servi ce.

| will explain how this carve-out appears to be
i nconsistent with the principle of financial neutrality
bet ween MtC paynents and fee-for-service spending.

The Conmi ssion has said that GVE and | ME are
really paynments for patient care provided by teaching
hospitals, not for graduate nedi cal education, except for
the portion of | ME paynents that exceeds estinated
additional costs in teaching hospitals which you di scussed
earlier. Because GVE and | ME represent spending on patient
care they should be treated |like other fee-for-service

spendi ng on patient care when determ ning MtC rates. Thus,
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GVE and | ME paynments should be included in those rates in a
financially neutral paynent system

Based on this reasoni ng we have devel oped two
options for a recommendation for you to consider. The first
option reads, Congress should include direct and indirect
nmedi cal education paynents to teaching hospitals in MtC
paynent rates. The second option is the same as the first
option but adds a sentence at the end that reads, however,
paynents in excess of estimated additional costs in teaching
hospi tal s shoul d not be i ncl uded.

"1l now open up the floor to your discussion and
coment s.

DR. RONE: Can we have an estimate the relative
amounts or the relative size of the amount? It's half of
the IME, right?

MR. WNTER Right, the enpirical cost -- the I ME
paynment is an adjustnment of about 6.5 percent right now to

paynents, and the enpirical level is, | believe, about 3.2
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percent. The 6.5 will actually decline to 5.5 percent in
2003.

DR. RONE: |Is the DME included? You're including
DMVE as well here, right?

MR WNTER: DME we've included in both of those
opti ons.

DR. ROWNE: How much is DMVE?

MR. WNTER  Total paynents, |'mnot sure.

DR. HARRI SON: | know that one way to phrase this
is that the total that we're tal king about is about 5
percent of total Medicare spending.

DR ROAE: And the part we're tal king about in
option two --

DR. HARRISON: It mght be closer to four, four to
five.

DR ROWE: -- is about how much of that five? Two
maybe?

MR WNTER  1.3.
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DR RONE: |I'mjust trying to understand what's
t he functional difference between one and two. How nuch is
it?

DR. HARRI SON: Option one would probably be 4 to 5
per cent .

DR. RONE: And option two?

DR. HARRI SON: Option two then woul d be probably
around 3 percent.

MR. HACKBARTH. So it's a couple of billion

dol I ar s.

DR. HARRI SON:  Yes.

MR. MIULLER But as we know from page 12, the
distribution of it is -- solet ne -- | just want to make

sure | understand our policy last spring which is the
teachi ng hospital adjustnment was a reconsideration of what

t he purpose of that, but it was not -- it was still neant to
be a teaching hospital adjustnment in the sane nagnitude as

before. You did not decide to reduce it, right? So whether
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one calls it a GQVE, | ME discussion as it is in current |aw
or one calls it a teaching hospital adjustnment per the
report, it's still the sane magnitude.

So the logic, therefore, of having a teaching
hospital or a GVE adjustnment, the purpose of it is still to
be given for those -- is still intended for those purposes,
and therefore should be given to the teaching hospitals,
correct?

MR. WNTER: Actually, the Conmm ssion has said
that GVE spending and the portion of | ME spending that is
directly related to additional cost in teaching hospital
shoul d be vi ewed as spending on patient care.

MR. MIULLER I n teaching hospitals

MR. WNTER  Right; exactly.

MR. MIULLER: So it's intended to -- whether it's
call ed teaching hospital adjustment, DVE, IME it's intended
in the fee-for-service programto be funneled to teaching

hospi tal s.
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MR. WNTER: That's right.

MR. MULLER: In this carve-out, whether one calls
it teaching hospital adjustnent, or under current |aw the
GVE, IME, is a paynent intended to go to teaching hospitals.
So by saying it should now be spread across other places
you' re changing the |logic of the Conm ssion, aren't you? It
was not the logic of the Comm ssion to spread that noney to
ot her hospitals, was it?

DR. RONE: We're not saying spread to other

hospitals. |s that you' re reconmendati on?
MR. MIULLER: |'mjust readi ng what you say here.
DR. NEWHOUSE: | actually disagree with the fina
conclusion of the staff here so let ne say -- | nean, |

think it doesn't follow that thus the GVE and | ME shoul d be
included in the AAPCC. So let ne say what | think the issue
is here.

First, given the carve-out,

t he teaching hospital |eaves noney on the table
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unless it lowers its rates to attract MrC custoners --
lowers its rates to the M+C pl an.

DR ROWNE: | don't understand.

MR. HACKBARTH. Because it only gets the noney if
it has the patients.

DR. NEWHOUSE: Because it only gets the noney if -
- otherwise it goes back to Treasury. On the other hand, if
the noney is not carved out and goes to the M+C plan, then
the MHC -- then the teaching hospital doesn't lower its
price, the MrC plan has nore noney with which to afford that
price. The sane anount of nobney is in the systemeither
way.

So the real issue |I think here is what kind of
i ncentives should the plan face when nmaki ng a choi ce between
usi ng teachi ng and non-teaching hospitals. So in one case
they face a higher price for teaching hospitals, they'll
shift, presumably, sone patients toward non-teaching

hospitals. There may be sone patients that get shifted
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i nappropriately. On the other hand, if they face the sane
price there may be sonme patients that could just as well be
cared for in the community hospital who are in teaching
hospi tal s.

So there's two types of errors. The issue is our
j udgnment in how we bal ance out those errors.

Let nme make one ot her anal ogy and say, in the
anount -- CMS has put sone restrictions through regs on the
degree of risk that can be funnel ed down toward physici ans.
They can't accept nore than a certain anount of risk
That's an effort to alter incentives down at the physician
level. If the carve-out could be seen as a way of altering
incentives at the plan level in a kind of simlar way --
that is, you either do or do not want to have the plan face
a cost difference, wwth the noney to pay for it if it
chooses to pay for it, when nmaking the choice between
t eachi ng and non-teachi ng hospital.

Actually | personally cone out on the side of the
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carve-out given that analysis, but | think reasonabl e people
could differ depending on how you think, where you think the
bal ance of patients should be between teaching and non-

t eachi ng hospitals.

MR. HACKBARTH. So, Joe, you're saying that if the
patterns of care stay the sanme, the financial result will be
a wash?

DR. NEWHOUSE: Yes, on average. Obviously any
i ndi vi dual hospital --

MR. HACKBARTH. Right, on average. So the public
policy question before us is --

DR NEWHOUSE: If it doesn't rermain a wash, then
teachi ng hospitals have in effect given noney back to the
Treasury, which | assunme they'|ll figure out that they don't
want to do that.

MR. HACKBARTH. Right. So the policy question
before us is not whether to give noney to HMOs or teaching

hospital s, but whether we should err on the side of



10

11

12

13

14

15

16

17

18

260

maxi m zing latitude for HMOs in terns of appropriate
hospital use and patterns of care, or whether there ought to
be a public policy in favor of use of teaching hospitals.

DR. NEWHOUSE: Yes, how nuch -- who shoul d nake
the call and under what incentives.

MR. MIULLER Let nme also say, there's evidence in
the prior neetings and literature and so forth that the HMOs
don't direct all the care. There's a lot -- Jack and others
spoke | ast nont h about how physicians in these open
networks, even in HMOs, direct a | ot of care, nake choices.
So it's not necessarily the HMO, per se, sonme central office
directing the care. The physicians nake the choice. So
they may not act the way Joe's rational people mght act in
terms of not wanting to nove the people to the teaching
hospitals.

But I'mtrying to deal with just what we're saying
here in this docunent and make sure | understand it, which

is the purpose of the carve-out was in fact to isolate this
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noney and say it would go directly to the hospitals. Now
"' msaying by the way | read your document here is that
you' re suggesting otherwi se and that you want to blend it
back in. So you're basically suggesting a change from
Comm ssi on policy.

MR. WNTER: Not from Conm ssion policy, no.

W're trying to make it consistent with the Conm ssion's
policy of financial neutrality. W're saying that the plans
shoul d have the discretion to decide how to spend that noney
that's being spent by Medicare on fee-for-service
beneficiaries.

MR. MIULLER. Maybe one last -- but the teaching
hospital adjustnment in the fee-for-service was intended to
go to the teaching hospitals, right?

DR ROWE: Can | ask --

DR. ROSS: Jack, can | do a clarifying thing just
before you do because | think it will help a couple of

poi nts here, one of which is the set-up for this. This is a
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recommendation that follows on the heels, assumng the

Comm ssion still feels this way, of financial neutrality for
Medi care between beneficiaries in fee-for-service and in
Medi car e+Choi ce.

First of all, in the current world, in this world
of blends and floors this doesn't, as we've seen |ast nonth,
make a whole | ot of sense, but for quite different reasons.
Jack, to your point on what's the magnitude. On the very
short run there is no magni tude because of the floors and
the blends. This is |ooking farther ahead.

The second point, | think the gist of the issue is
not that it's reversing Comm ssion policy. Joe disagrees
with staff and | guess I'mstill staff, so | think it does
get to what d enn brought up of the difference in treatnent
patterns between the two settings, and which one one wants
to favor. | don't think it's a question of the views of
what Medicare should be doing with its explicit paynents for

patient care on the fee-for-service side. The question you
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face is, do you want to | eave plans on the M+C side free to
make what ever treatnment decisions they make, be it teaching
hospitals, other hospitals, or non-hospital care? That's

t he issue.

DR RONE: | think I'd like to at |east give ny
understanding of what this is and see if | can get it
corrected because | think | disagree on one point with
respect to what Ral ph said. | think the original intent was
to give this noney directly to the teaching hospitals
because we didn't believe that the plans would pass it on to
the teaching hospitals. And we wanted to give it to them
because we thought that the noney was payi ng for teaching.

It was intended to go to the teaching hospitals to pay for
t eachi ng.

Then somewhere between then and now we di scovered,
in sone epi phanous nonent that Dr. Newhouse had, that in
fact the noney wasn't paying for teaching. It was paying

for patient care. That is the inportant point that | think
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maybe Ral ph didn't enphasize. So that, yes, we intended it
to go when we thought it was for teaching. But now that

we' ve discovered that it's really for patient care, we think
that it should go with the other noney for patient care that
goes into the |ocal market negotiation and the prices.

Do | understand where we are?

MR. WNTER  Yes, that's a good summary of the
recommendation, of the point behind it.

DR. STONERS: This is difficult to explain, but
of f of what Jack is saying. | think when a hospital fills
out its cost report for QGVE rei mbursenment or funding it's
based on the nunmber of Medicare patients that they take care
of . This noney was originally noney that was put within the
Medi car e+Choi ce paynents. | don't understand why we're
making it so conpl ex except for this patient care thing of,
just leave this noney in the general GVE pool and pay the
hospital s where they are based on the nunber of Medicare

patients that they take care, and that would be your
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i ncentive.

This idea of saying that one county is getting
nore noney or particular Medicare noney, how we -- there's
two things | don't understand. One is, the first is what
Jack said. The second thing is how we start worryi ng about
how t he GVE fundi ng should go within a particular county or
not when it was general GVE funding in the first place. So
"' m having trouble making the leap to the plans distributing
noney that was not their noney in the first place to
di stri bute.

DR ROAE: | think Joe's point, or the staff's
point is it was their noney to distribute in the first place
and we didn't realize it.

DR ROSS: Scott, correct ne if |I'm wong,
actual | y under TEFRA when we were at 95 percent of AAPCC
there was no carve-out. Those GVE costs and | ME costs were
in a capitated --

DR. STONERS. They were, but maybe they shoul dn't
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have been and that's why the carve-out is there.

M5. NEWPORT: That's the point. Historically,
carving out the GVE was based on the old AAPCC
Si mul taneous with that we rebased the paynents for the
plans. W delinked it fromfee-for-service. So there's
still fee-for-service demand, if you will, for the noney but
the plans aren't -- and this is the point that we have to
keep com ng back to, rem nd ourselves that the plans are not
-- on 2 percent counties in particular where nost of the
teaching hospitals are, that the anomaly here is that you're
really restacking the boxes in terns of where the GQVE
paynents are goi ng or not going.

So we have, by basing a change on the old AAPCC
met hodol ogy and not basing it on how we're being paid now, I
think that's where the staff gets to on this budget
neutrality piece, or paynment neutrality. Sorry, I'd better
be careful with that. But | really think that the staff

recommendation is in alignment with how we're paid now and
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not -- the genesis for the GQVE carve-out was based on the
ol d AAPCC paynent probl ens.

The concl usion here too, some problens with sone
of the statements in terns of where the incentives are for
plans to contract with teaching hospitals. W contract in
teaching hospitals in areas where there are teaching
hospitals. Where there are no teaching hospitals, guess
what? So in those negotiations there are adm nistrators
satisfied or not satisfied with the paynent rates and
therefore they contract with us or don't contract with us.

So | think we just need to be careful here in
al i gni ng our understanding of the historical path that we've
gone down with the consequences that have resulted here in
terms of 2 percent update is a 2 percent update.

MR. FEEZOR: | guess |'m unencunbered either by an
epi phany or the board's previous position since | was not
here last spring and fall. So forgive nme for this. But

what | will tell you fromtrying to deal with nanaged care
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organi zations, at least in the commercial market, that |'ve
not been as successful in dealing with this nost recent
round of cost. Conming fromthe hospital side is going to
be, I think, a new round of products that are going to very
significantly and very severely tier the provider, and
particularly the provider institutions.

The early indications with sone of ny vendor

partners are that in fact teaching hospitals will be circled

and there will be increased pressure on that. So ny guess
is that we'll see sone of that same pressure within the
Medi car e+Choi ce be mani fested very soon. | just wonder if

in fact, it mght be cunbersone, but if in fact the carve-
out was still maintained but then ultimately was fl oat ed,
even after the fact, back through the nanaged care
or gani zati ons.

In other words, in Janet's case, that the
organi zation is trying to cut its best deal with a teaching

hospi tal, goes ahead and contracts for it, but then there
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many +Choi ce patients she took

addi ti onal

uni que.

Now t hat may

DR. ROWNE: A rebate.

FEEZOR

FEEZOR:

2 %3 » 3 3

FEEZOR:

an extra --

REI SCHAUER:

REI SCHAUER:

and in fact there is an

add-on that flows directly, keeps the nonies

Yes, to sone degree.

That' s what happens now.

Is that the way it works now?

When Janet goes in she says --

269

Sonmebody is figuring out that there's

DR REI SCHAUER: -- we'll

t abl e. But remenber,

what ever.

MR, FEEZOR

M5. NEWPORT:

CVMB is going

put this nuch on the

to pay an extra $65.

-- she's got an extra 3 percent or

Sonme hospital s say, so what.

DR. ROVE: Mbst of them

MR FEEZOR

So it stil

doesn't make enough to
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commi t .

DR. RONE: The hospitals say, no, that's for our
t eachi ng.

DR. REI SCHAUER: But it's exactly what they get
for a fee-for-service patient. So if they say, so what, you
can --

M5. NEWPORT: We have sone hospitals that are
asking for 130 percent of fee-for-service.

DR. NEWHOUSE: Assuming the hospital is going to
charge its costs, which may be a heroic assunption but that
seens |like a good starting point, if you give the noney to
the plan, the plan only gets to keep the dollars if it noves
patients out of the teaching hospital. Qherwise it's going
to pay the higher cost of the teaching hospitals and the
nmonies wll go back to the teaching hospitals. So again
cone back to the point, the issue is what incentives does
one want to have the plan facing, or the doctors in the plan

facing, or the doctors the plan has in its network when it's
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maki ng choi ces about where to put patients.

DR. RONE: Let ne ask you a question, Joe. |If we
were starting all over again and we hadn't had GVE or an
epi phany or anything el se, and Medi care was goi ng to pay
noney that was all patient care costs, and there were going
to be teaching hospitals, non-teaching, rural hospitals,
urban hospitals, whatever, would your reconmendation be that
sone of these patient care costs get paid directly by
Medi care to one group of hospitals and not to another group
of hospitals, and get carved out of the paynent to the
pl ans? O would your recommendation be that all the patient
care nonies get paid to the plans so they can negotiate with
the different hospital s?

That's where we are now. |If we forget the
history, that's the question on the table. Wat would your
reconmmendati on be?

DR. NEWHOUSE: As | said, | would have actually

gone with the carve-out because |I'mnore worried about the
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error for inappropriately taking patients out of teaching
hospitals than the error of inappropriately having too many
patients there. But other people could differ. They could
say there's a lot of patients in teaching hospitals that
don't need to be there and that if we give nanaged care the
choice to nmanage this they' Il save noney in appropriate ways
by novi ng peopl e out of teaching hospitals.

DR. ROSS: Joe, | don't want to take a position on
this, but if you had folded GVE into the base paynent rates
you woul dn't know what the carve-out was anyway.

DR. NEWHOUSE: You could figure it out. You could
al ways figure out what the higher cost of teaching hospitals
was.

DR. ROSS: No. But this is not just about | ME.
This is about GVE and the subsidy as well.

DR. NEWHOUSE: But it's about the higher cost of
t eachi ng hospitals.

DR. ROSS: But GVE isn't one of the higher costs



10

11

12

13

14

15

16

17

18

273

of teaching hospitals.
DR. NEWHOUSE: The issue is howto deal with the

hi gher cost of teaching hospitals, how to neasure that with

DR. ROSS: That's an | ME concept, not a GVE
concept .

DR. REISCHAUER In a funny way, plans should be
anxious to have this carved out because the amount that is
taken out is based on the average for the fee-for-service
sector. Janet could put all of her patients in teaching
hospitals, assuming they like that, and the hospital would
get paid for all of these. |If they had the noney thensel ves
because it wasn't carved out they wouldn't have that option.
So you have no upside risk at all with a carve-out. Take it
to the advertisers, Janet.

[ Laught er. ]

M5. NEWPORT: Yes, | wll. I'mhaving alittle

epi phany here. Excuse ne just for a second.
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Goi ng back to what Ral ph said earlier on a
different topic about if we were smart enough to allocate
things perfectly we'd still have 100 percent. W have
percent of premumcontracts with all of our Medicare
provi ders except for very rare instances. The reason is the
revenue is what the revenue is comng in by nmenber. So de
facto, there's no really -- the extra noney goes through on
the percent of premumcontracts, if you wll.

MR. MIULLER: But it's 6 percent in New York and
100 percent in --

M5. NEWPORT: In the marketplace when 100 percent
of the hospitals are teaching hospitals, that goes to Bob's
poi nt, perhaps.

MR. MIULLER  But nost of the country isn't like
t hat .

M5. NEWPORT: Mbst of the country is not |ike
that. But | think that the issue is that inasnmuch as the

paynment differential carve-out has affected the ability of
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counties to have a blend or not have a bl end, which in nost
i nstances has happened, this doesn't put any real extra
noney on the table. So the reallocation and our incentives
is very different in the size markets that we're
participating in. |In sonme markets hospitals, teaching
hospital s have conme to us and asked for 130 percent of
Medi care fee-for-service paynents in order to contract with
t hem

So the economi cs are nuch different, and the
negoti ations are nmuch different in a perfect world. So in
rebal ancing the scale, if you will, in looking at this, if
we're going to go back, as we have advocated, to a paynent
that is 100 percent of what fee-for-service with appropriate
adj ustnents, which | think we've recommended in the past,
then it seens to ne that it's parallel to take a | ook at
this in terms of what really does happen with the noney on
the GVE piece of this.

If it is to go to care, | think we need to
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under st and what has happened here, which was a surprising
result for the staff | knowin ternms of where the noney
actually ended up going. From sone plans that had no
teaching hospitals at all to other areas where the teaching
hospitals were, that that wasn't the noney necessarily from
the plans that were in that market.

DR RONE: | would say | think that the idealized
econom ¢ analysis, which is nmaybe the right analysis, does
not reflect at |east our experience, in that it is nuch nore
| ocal market based. | think that if you're in Baltinore and
you're negotiating with Johns Hopkins and you're a health
plan, they're not saying, we're going to take 5 percent |ess
because we know it's going to cone in from Medicare
directly. It's hard to sell a health plan in Baltinore if
we can go to all the firms in Baltinore and say, sign up
with us and you can go to any place you want in Baltinore
except, of course, Johns Hopkins nedical institution.

It just doesn't play out the way you guys woul d
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like to think it plays out.

DR. NEWHOUSE: But my scenari o assunes
conpetition.

DR RONE: It's just not there, | don't think.
Maybe it is in some places, but in nost places it isn't.

MR. HACKBARTH: Could we do a straw vote here on
option one? 1'd just like to see where we stand. Unlike
t he previous discussion around paynent adequacy, this really
isn't data driven. W may as well get to the bottomline on
this as quickly as possible.

So option one is on the table. Al in favor of
option one?

MR SMTH But isn't the real choice, based on
this discussion, doesn't it need to include an option three,
whi ch is no change?

DR. NEWHOUSE: So you just vote no.

MR. HACKBARTH. Yes, you just vote no. So option

one is saying, let's change current lawto put it back in



10

11

12

13

14

15

16

17

18

278

the M+C rates.
DR. RONE: Totally.
MR. HACKBARTH. Al in favor of doing that raise

your hand. So nobody is in favor. That nakes it easy.

M5. NEWPORT: Are you going to do option two?

MR. HACKBARTH: Ckay, option two. All in favor of
option two?

It's relatively easy.

[ Laught er. ]

MR SMTH Let's try option three.

MR. HACKBARTH. Which is just leave it al one.
have a guess on the outcone of that. Al in favor of option
three, which is just leave it alone, raise your hand.

Did I mss you on one of these, Carol?

M5. RAPHAEL: No, |I'mstill cogitating.

2

HACKBARTH: So you're abstaining so far.

DR. NEWHOUSE: This is only a straw vote.
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MR. HACKBARTH. W are in a position of dealing
with a recomendation to change current |aw that has the
support of only a couple conm ssioners. So what's going
t hrough ny head is, how do we handle that in our report?

DR RONE: |Is this a required report?

MR. HACKBARTH. No, we're not required to say
anything on this.

DR. RONE: So there's your answer.

MR. MIULLER: There's your answer.

DR. HARRI SON: This would just change the shape of
the current draft of the chapter, that's all.

MR. HACKBARTH. And you are the only one who cares
about that.

DR ROSS: It will shorten it, for exanple.

DR REI SCHAUER  You have to convince yoursel f
that the principles of MedPAC are reflected in current
policy on this issue here.

MR, FEEZOR denn, if I mght, to pick up on
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Janet. | had sonme of the actual witing, the narrative of
the chapter, there were sone assunptions that | think seemnmed
to be appropriate froma theoretical standpoint but aren't
borne out, at least in the market that I'mfamliar wth,
about where we basically are subsidizing floor counties and
that therefore there are a lot of plans that are rushing in
there is the inplication. W haven't seen that. But Il
take that up in a sidebar conversation with staff.

DR, REISCHAUER | think there's a couple of
phrases in there where you used the word subsidy to plans as
if there were plans that were laughing all the way to the
bank, as opposed to you're creating an unequal playing
field.

M5. NEWPORT: So now that we've taken care of this
carve-out are going to |look at the rest of the chapter, or
is that --

DR. HARRI SON: That's what |'m here for.

M5. NEWPORT: | felt that we acconplished so nuch,
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so | wanted to stop while we were ahead.

DR. NELSON: | wanted to understand what Allen
nmeant when he indicated that the private sectors plans in
areas with academc institutions were circling. | didn't
under stand exactly what --

MR. FEEZOR: Just the early indication from when
we' ve asked sone of our vendor partners to | ook at sone
tiered products to reduce the price of our HMOs and our
conmer ci al non- Medi care, but Medicare tends to follow that
shortly. Cearly inthe tiering in the first run of

institutions they would or would not include -- acadenic

institutions were noticeably absent in nost of the scenarios

t hat have been worked up for us. Amjust concerned about
t hat .

DR. NEWHOUSE: Boston is starting to see
differential copays on teaching hospitals.

DR. RONE: I n Massachusetts, the Blue Cross plan

-- Blue Cross, | believe, payer in the market -- have gone
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to their nmenbers and said, if you want to go to the teaching
hospitals you'll have to pay a copay, which you won't have
to if you go to these other hospitals. |If there is a
perceived difference in quality, which | believe there is,
then -- and there may be a real difference in quality. |
also believe in that. Then sone of the nenbers will be
willing to pay that, and some won't. But we're not one of

t hose plans, but that's --

MR. MIULLER: Engaging in these predictions | think
is adifferent -- | nmean, it's like, remnds me of the old
Bol shevi k general at the time of the revolution who was
asked, what's going to happen? He says, the future is
clear, but the past is nurky.

[ Laughter.]

MR. MULLER | think these kind of forecast of
what's going to happen we can all engage in. | think it's
hard not to -- sonetinmes to figure out exactly -- | just

note the kind of debate that was going on here a few m nutes
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ago as to what really drives referral and choice and so

forth. | think there's a lot of differential evidence in
different parts of the country as to what happens. | think
a lot of people still think that physicians drive choice

rat her than plans and so forth, and |I think all of you
conceded that in the discussion |ast nonth.

So on the one hand, we m ght want to go into
hypot heticals as to what -- how the world is going to change
180 degrees with these new plans. But my sense is a | ot of
traditional patterns will continue to do that.

MR. HACKBARTH. COkay, let's proceed with the rest
of the presentation.

DR. HARRI SON: Now t hat we have succeeded in
resolving these other little pesky adjustnment issues and
we're ready to inplenment a financial neutral paynment system
beneficiaries and the Congress still have some other goals
for the Medi care+Choice programthat will not be addressed.

One issue with the Medi care+Choi ce programthat
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woul d remai n under a financial neutral payment policy is
that beneficiaries living in some parts of the country woul d
have access to Medi care+Choice plans with extra benefits,
and beneficiaries in other parts of the country woul d have
no choice aside fromthe traditional Medicare fee-for-
service program Many beneficiaries and nenbers of Congress
view this as inequitable.

O hers, however, mght not see any problens with
t he geographic, or so-called intermarket equity, because
they see equity in that everyone in the country can join the
traditional programfor the sane Part B prem um

The financial neutral paynent policy would not
change intermarket equity considerations, although there
woul d be financial equity between beneficiaries enrolling in
Medi car e+Choi ce plans and those enrolling in traditional
Medi care within each paynent area; what we call intramarket
equity. The variation in Medicare fee-for-service spending

precl udes solving both issues sinmltaneously, and the
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Comm ssi on has chosen to focus on the intramarket equity
because market distortions could arise or continue to arise
if they're not solved, and the proper neasure of intramarket
equity is not really clear-cut.

QO her problens. At least in the short run it is
unlikely that noving to financially neutral paynent rates
woul d result in a significant increase in choice for
beneficiaries, especially in areas where no choices
currently exist. It's possible that in high cost areas
wher e updat es have been constrained rates could increase,
and thus encourage plan entry. But nobst high cost areas
have pl an choi ces right now.

Under a financially neutral paynent system | ow
cost areas are likely to see | ower paynent rates and these
areas could | ose sone of the choices that they have.

Finally, the financially neutral policy MedPAC
recommended woul d not | ower Medicare programcosts. |t

wasn't designed to. Under the financial neutrality



10

11

12

13

14

15

16

17

18

286

principle, in setting the paynent rates for Medi care+Choice
plans at the level of fee-for-service spending it shoul dn't
result in significant program cost changes.

If we want to address the other goals sonme have
suggested that we | ook at conpetitive bidding. Proponents
suggest that adding a conpetitive bidding process to a
financially neutral paynent system woul d be nore equitable
across the country, encourage greater plan participation,
and reduce Medicare costs. Last nmonth we discussed that the
Medi care program al ready features conpetitive bidding, but
the bids do not affect Medicare's contribution in the form
of paynment to plans.

Al t hough there are many possi bl e conpetitive
bi ddi ng nodel s, we are focused on nodels that woul d be
conpatible with a financially neutral paynent system
Conmpatibility requires Medicare contribution to be equal for
beneficiaries that enroll in the Medicare+Choice plans and

beneficiaries that remain in the traditional programin the
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| ocal area. Also, the benefit packages on which the plans
bi ds are based would need to be the same in traditional
Medi care and in the Medicare+Choice pl ans.

As a result of these considerations, we will [|ook
in nmore detail at a nodel that woul d determ ne the
government contribution based on the bids of the plans and
the | ocal Medicare fee-for-service costs. |If the government
contribution resulting fromthe bidding process did not
apply to beneficiaries in the traditional Medicare program
the financial neutrality principle would be viol at ed.

For sinmplicity in choosing a nodel with which to
illustrate some of the basic issues, |I'massum ng that the
government contribution is equal to the lowest bid in the
| ocal area. It doesn't have to be but it seens to be an
easy illustration.

The traditional Medicare program s bid would be
its expected per capita spending in the area. As shown on

the chart there, there would be two different market types.
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One with only the traditional Medicare programand one with
traditional Medicare and at | east one private alternative in
the market. In markets with only traditional Medicare there
woul d be no difference under the conpetitive bidding system
and the current one; Medicare pays for fee-for-service care
and the beneficiary pays the Part B prem um

In markets where there is another bidder, the
governnment contribution is set at the lowest bid. If a
beneficiary remains in traditional Medicare, the program
pays the fee-for-service costs as before but the beneficiary
pays the usual Part B prem um plus the difference between
t he expected fee-for-service costs in the area and the
government contri buti on.

|f a beneficiary enrolls in a plan, Medicare pays
its contribution to the plan. The enrollee would pay the
Part B prem um plus an additional prem umequal to the
di fference between the plan's bid and the governnent

contribution. But of course, if the beneficiary enrolled in
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the | owest cost plan the bid would be equal to the
contribution so there would be no additional prem um

Before | go on to exam ne what m ght happen under
such a system are there any questions about how t he paynent
mechanism this illustration would work?

DR. NEWHOUSE: That's just an illustration?

DR. HARRI SON: Just an illustration.

So what woul d happen under this conpetitive
bi ddi ng nodel and woul d address any of these other goals
that financial neutrality would not address on its own.

Before | tal k about the geographic equity |I need
to note that the very nature of the Medicare entitlenent
woul d change here. Beneficiaries would no | onger be
entitled to receive the traditional Medicare fee-for-service
programfor a set premium Instead beneficiaries would be
entitled to receive the standard benefit package that is
of fered under traditional Medicare but would not be

guaranteed that those benefits would be delivered through
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the broad choice of providers that are available in the fee-
for-service program

As for equity, this conpetitive biddi ng nodel
offers a different sense of geographic equity than the
current nmodel. All beneficiaries nationw de woul d have
access to the basic benefit package at the sane Part B
prem umand all would have to pay if they wanted a nore
costly plan, unlike the current situation where al
benefi ciari es nati onwi de have access to the traditional
Medi care program at the sane Part B prem um and
beneficiaries in some areas have access to plans with extra
benefits for no additional prem um

Choi ce. Wuld paynent rates based on conpetitive
bi ddi ng encourage nore plan entry? |In areas where there are
not currently any plans, it's hard to cone up with any
reasons why a plan that was not already participating would
decide to participate under these conpetitive bidding rules

that could only | ower paynents conpared to financi al
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neutrality. 1In areas where there are alternatives to the
traditional Medicare program the fact that beneficiaries

woul d have to pay nore to renmain in traditional Mdicare

could create nore opportunity for other plans to conpete for

t hose beneficiaries.

However, authors of a recent study published by
Health Affairs have concluded that conpetitive bidding is
unlikely to result in significantly greater enrollnment in
Medi car e+Choi ce plans. The authors, Ken Thorpe and Adam
Atherly of Enory University were kind enough to run a
special mcrosinmulation conmparison of our financial
neutrality recommendation with this illustrative nodel.
They found that the plan enrollnment would be virtually
unchanged.

Finally, cost growh under this type of system

woul d depend on the results of the annual bidding process,

but total spending in any local area would be limted to the

| evel of per capita spending under the traditional program
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In the Health Affairs article, Thorpe and Atherly
estimated that a nodel simlar to our illustrative nodel
woul d generate savings to the Medi care program of close to
10 percent of total Medicare spending. These savings woul d
be produced from additional paynents paid by beneficiaries
remaining in fee-for-service, and sone of those savings
woul d conme from | ower paynents to Medi care+Choi ce pl ans.

Assumi ng that the use of conpetitive bidding to
set the governnent contribution would result in | ower
government contributions, and that the beneficiaries in sone
areas would be required to pay higher premuns to remain in
the traditional program two types of trade-offs would pop
up. One type is a trade-off between hi gher prem uns paid by
beneficiaries and cost savings. Those cost savings could be
distributed either to taxpayers or to all Medicare
beneficiaries through |ower Part B prem uns, or through an
i nprovenent in the standard benefit package.

The ot her type of trade-off would be at the
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geographic level. Areas of the country that had pl ans
provi ding extra benefits at mniml cost would probably not
have access to such good bargains after conpetitive bidding
was i npl ement ed, and woul d have extra prem uns i nposed on
their residents who choose to remain in traditional
Medi care, while areas of the countries w thout plans would
either be unaffected or would benefit if overall savings are
used to lower Part B prem uns or to enhance the basic
benefit package.

That's what | think the illustration would do.

MR. HACKBARTH: \What is assuned about the
di stribution of risk? For exanple, in Thorpe's analysis he
says that there's going to be a 10 percent savings. 1Is he
just assumng that there's normal distribution of risk
across plans? A fear that | would have is that in fact the
hi ghest risk patients would stay in traditional fee-for-
service Medicare, driving up the prem um of that plan, and

so the out-of-pocket prem uns that people would have to pay
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to stay in Medicare fee-for-service could get quite high

DR. HARRI SON: M guess is that what the
simul ati ons were based on was past bids that had been
subnmitted. | believe in one of the conpetitive bidding
denos, and | think |ooking at old ACRs, | would inagine that
both of those still had selection in them so probably sone
of that bid difference would be due to selection.

DR. REI SCHAUER: This doesn't assume perfect risk
adj ust ment ?

DR HARRISON: | think it assumes it, but | don't
think that the nunbers that were in it actually could have
supported that because | don't think they could have risk
adj usted them

MR. HACKBARTH. Let's set aside how they did their
anal ysis. Again, ny guess is that in the real world there
woul d be not a normal distribution of risk across plans.

All the evidence that we have suggests that there would not

be a normal distribution risk. So there would be upward
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pressure on the Medicare fee-for-service premumas a result
of the selection process. Potentially you could get into a
spiral where it goes up and up and up and the healthier
peopl e keep running out the door and it goes up faster and
faster and faster.

DR. HARRISON: I'mnot sure that's any different
t han what we have now because -- especially when 2003 rolls
around, we are going to have conpetitive bidding, but the
only difference is where the contribution is set. So you're
still going to have relative differences between fee-for-
service and plans that could lead to a spiral. | nean, you
coul d have the sanme probl em

MR. HACKBARTH: But under the 2003 rules there's a
limted rebate that they're allowed to give up to --

DR. HARRISON: That's true, up to the Part B
prem um

MR. HACKBARTH: So it's a constrai ned system

DR. HARRI SON: That's right.
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MR. HACKBARTH. \Whereas if they're actually paying
a premiumfor Medicare that's unconstrained upward, it could
j ust soar upward.

DR REISCHAUER: | don't think it's -- the dollar
val ue is constrai ned, but then they can add on benefits. So
in effect it's not unconstrained.

DR. ROAE: Let ne see if | understand what happens
in the current floor counties, because there were floor
paynents put inin a lot of rural counties particularly to
try to keep M+C plans there. As | understand this is going
to have a very significant adverse effect on the rural MC
program where it does still exist. Am1l right in
understanding that there would be no floor counties, there
woul d be no floor paynments? Congress has rai sed these
paynents up above the Medi care expenditures.

So that what woul d happen is the paynent to the
M+C plan would fall to -- if there were no other bidders but

one M+C plan, which is often the case in rural areas -- that
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it would fall to the current Medicare paynments. That would
wi pe out all the floor county effect; is that right?

DR. HARRI SON: Even in our baseline, so to speak,
we assune that there are no floors because in financi al
neutrality there would be no floors.

DR ROSS: That's what we recomended | ast --

DR. RElI SCHAUER: That was our recommendation. You
voted for it.

DR ROAE: No, I'mnot against it or for it. I'm
just trying to make sure | understand it because so much of
our discussion here is about geographical shifts, and what's
good for this and what's good for that. | just want to nake
sure it's clear to everybody what this isn't good for, which
is the floor counties.

MR. HACKBARTH. So this is the next step beyond
that neutrality.

DR. NEWHOUSE: | think this is obvious, but just

to put it on the table, one can have conpetitive bidding and
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then there's still degrees of freedom about both where to
set the contribution and how or how nuch to geographically
adjust. So one could set the governnent contribution at the
| evel of traditional Medicare and say there's rebates or
sonme percentage of the difference rebates to people that
choose a cheaper plan. That m ght exacerbate G enn's fear
about a premumspiral in traditional Medicare.

DR. HARRI SON: That is -- our financial neutrality
woul d do exactly that.

DR. NEWHOUSE: | thought | heard you say you were
setting the governnent contribution at the |evel of the
| owest bi d.

DR. HARRISON: Right. The difference in adding
conpetitive bidding was to potentially change setting it
fromthe 100 percent of fee-for-service. CQur financial
neutrality recommendati on woul d set things at 100 percent of
fee-for-service.

DR. NEWHOUSE: They're financially neutral.
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Because you're just giving a lunp sumit's financially
neutral either way.

DR. HARRI SON: That's right.

DR. NEWHOUSE: The only issue is the nagnitude of
the | unp sum

DR. HARRI SON: Exactly.

DR. NEWHOUSE: That's ny point. You can have
conpetitive bidding wwth a [unp sumat any level. And ny
reading at least of the political tea |leaves is that the
only way you're likely to get conpetitive bidding is to set
it at the level of traditional Medicare. But that's another
debat e.

A second degree of freedomis the degree of
geographical adjustnment in the lunmp sum W can adjust it
-- inplicit inthisis that it is at the county |level. But
obviously you can dial that up or down toward a nati onal
average and still have a lunp sum wth presumably people in

pl aces |i ke Mnneapolis then either getting rebates or nore
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benefits, and people in the Mam s of the world paying nore,
if you go toward a national average, or not, as one does.

But | don't know where the Commi ssion is headed in
this in the way of recommendations. But if we're headed
toward a conpetitive bidding kind of framework then | think
we need to lay out that there's clearly several options
within a conpetitive bidding framework. There's not just
one option.

DR. ROSS: If you'll pardon the pun, | just wanted
to review the bidding on this a little bit and go back to
Scott's opening slides which are, why are we doing this at
all? The answer is that where the Commi ssion was | ast year
internms of this principle of financial neutrality gets you
some of what you want, but in ternms of |arger concerns we
have about M+C and the geographic issues it doesn't do it
for you. So the notion was, is there another nmechani sm out
there, a magic bullet that possibly gets you sone of these?

At |l east the take fromthese slides and this illustrative
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option is, it doesn't look like it.

M5. NEWPORT: | would concur with that. | think
there's been a | ot of discussion, political discussion
around conpetitive bidding, FEHBP programis the nagic
silver bullet for the MtC program | think it was part of
the request to the staff was we should | ook at this. And
some of this defaults to those huge transitional issues that
revol ve around any kind of change, much | ess going froma
| ocal , whatever process you call it now, to a transition to
some kind of conpetitive bidding piece, including what's bid
where and how you set the paynment. There's a |ot of
political issues around that.

But just being able to lay out sone of the,
per haps chall enges, it goes back a little bit to earlier
di scussions to with year after year after year of nothing
but change, change, change. |It's hard to then fail to
understand at that point why there's such | ack of interest

in continuing to participate in the program But | think
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sone of the discussion is val uable.

Whet her we put it in the chapter at this point or
not may be an open question, but | think it is a debate that
we woul d have been engaged in right now to a greater extent
t han we have been. But we're sure |looking forward to
sonething |li ke that next year or the next two years on this.
So how we inform Congress on this -- maybe we need to rel ook
at how we approach this, but | think we need to throw up at
| east some straw men on conpetitive bidding in order to be
able to answer sonme of those questions.

MR SMTH  Scott, let me see if | understand
where you ended up. | thought | did and I thought it was
right. Let nme try to frane it in ternms of which
beneficiaries are likely to be better off if we go down this
pat h.

It seened to ne that what you concluded is none.
That in floor counties beneficiaries would be no nore likely

to have access to additional benefits or |ower costs than
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they are today. In nore conpetitive markets beneficiaries
m ght be able to get the sane |evel of service but with
their choice constrained, or be charged an additi onal
premum I n which case it sounds to ne as if the answer is,
in those situations no beneficiary is better off.

We've reduced the ability of a plan to say in a
mar ket |ike New York, in this marketplace we can give you a
drug benefit, we can give you additional preventive work,
because they woul d be constrained by the | owest price for
traditional Medicare. So in cases where Medicare+Choice is
working we would elimnate its ability to work. And in
pl aces where it is not working we would not inprove them
Is that stated naybe a little nore bluntly than you did, but
did | get it right?

DR. HARRI SON: Yes. The only way people woul d end
up, anybody would end up better off is if the savings were
taken frompremuns paid in New York and spread across the

country in the formof either higher benefits or premum --
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DR. NEWHOUSE: But | think that depends on where
you set the contribution. |If | set the contribution --

MR SMTH  Renmenber, | said beneficiaries, not
tax --

DR NEWHOUSE: I'mtaking that. So if | set the
contribution high enough -- take M nneapolis. | set a
traditional Medicare contribution, presumably peopl e that
switch to a +Choice plan and take a rebate, think they're
better off. Now M nneapolis is unusual, |I'lIl grant you, in
many ways. But if you set it at the |owest bid, then al nost
by definition no beneficiary is going to be better off.

He' || be worse off.

MR SMTH  But don't you have to, in that
circunstance, Joe, set it at the |owest bid for the
traditional plan? Wy on earth would --

DR NEWHOUSE: For the traditional -- that's not a
bid on the traditional plan.

MR. SM TH: Sure it is.
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DR. NEWHOUSE: That's just what the cost is.

MR SMTH  Sure it is. That's the way it would
be structured. So in Mnneapolis Carol bids 87 percent of
the current fee-for-service costs, but in order to do that
she has to elimnate the drug benefit and the preventive
services that she had previously included in her MtChoice
plan in that conpetitive marketplace. Sonebody is going to
underbid fee-for-service costs, and that becones not sinply
the floor; it beconmes the ceiling.

MR. HACKBARTH. | think we may be finished on this
subj ect .

DR HARRI SON:  For next nonth, | assunme the draft
chapter would end on a note of, this doesn't |look like a
prom sing way to go and we would reiterate that we want to
head toward financial neutrality.

DR. ROAE: Could you send us a copy of Thorpe's
paper ?

DR, HARRI SON:  Yes.
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DR. RONE: That would be great. | think it's
conveni ent that that happens to have been done now.

DR. ROSS: W can even just send you the |ink.

DR RONE: O you could just send us the reference
and we can find it ourselves, if it's too nuch --

DR. HARRISON: It's the new technol ogy --

DR ROAE: If it's too nuch of a burden for you to
send us the paper. Just send us the reference.

DR. HARRI SON: They didn't actually print it.
This is a web paper.

DR REISCHAUER: It's the web version of Health
Affairs.

MR. HACKBARTH. So if you just go to the Health
Affairs web site it's one of the first articles there.

DR. RCSS: In return for supplying the toner and
t he paper you get it a couple days faster.

MR. HACKBARTH: Is that it on Medi care+Choice?

So our last itemfor today -- and we are now 10
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m nut es ahead of schedule -- could |I have your attention in
t he audi ence, please? A little | ess noise out there would
be helpful. So the last itemof the day is an overvi ew
chapter that would be included in our March report on how
Medi care pays for services. The purpose of this chapter is
not to reconmmend new policies but to provide a handy-dandy
source of information for those interested in Medicare
paynment policy.

Sal ly?

DR. KAPLAN: As denn said, this chapter will be
in the March report. It will be the first chapter, which
traditionally does not have reconmendations. Basically, as
we all know, Medicare pays for thousands of services
furnished to alnost 40 mllions beneficiaries by over 1
mllion providers in thousands of counties in the nation. |
doubt that you'll be surprised to hear that Medicare paynent
as aresult is conplicated, and there are lots of noving

parts.



10

11

12

13

14

15

16

17

18

308

The BBA, BBRA, and Bl PA changed al nost every
paynent systemthat Medicare has, sonetines in nultiple
ways. So we felt that expl aining how Medi care pays for the
services it purchases is tinely and useful. Also in this
chapter we raise current policy issues for each of the
paynent systens.

What we'd |ike fromyou today is your opinion
about whether the level of detail in the paynent sections is
appropriate, and whether the issues are the right ones. W
don't plan to present this chapter at the January neeting.
It's being sent out for technical review next week. So it's
not to say this is your last crack at this chapter, but if
we can get sone closure on it we'd really like it.

The chapter explains 15 different paynent systens.
For each systemit provides an overview of the systemand a
description of the products it buys, how Medicare sets
paynent rates, and then the current policy issues. W'd

i ke to know whet her you feel the paynent sections provide
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you with too rmuch detail, too little detail, or about the
ri ght anount of detail.

I n other words, when you finished reading the
chapter did you want to know nore or less? It's a very |ong
chapter. W think it's the right anmount of detail but you
m ght not agree with us.

Also we've tried very hard to nmake the | anguage,
as we explained to people, normal English w thout buzzwords.

MR SMTH Sally, it nay be the question is,
after the question do you know nore --

DR NELSON: Does it stick?

DR. KAPLAN: It may not necessarily stick, but
maybe it would be a good reference for people, because 15
di fferent paynent systens are very hard to hold in one's
brain. | speak as one who holds six in my brain.

MR. HACKBARTH. | think it's very well done. |
think it's well organized. There's a nice, consistent

approach to each of the different paynent systens that makes
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it easy to use. | think it will be a terrific reference and
"1l keep ny copy cl ose by.

DR. KAPLAN: They didn't want nme to say that we
t hought it was a keeper.

MR. FEEZOR: And it ought to be conmpul sory for al
your new menbers.

MR. HACKBARTH. In fact we can get themin plastic
SO we --

DR. KAPLAN:. Actually we've had a suggestion by
one of our independent editors that the big table that we
have, that we have it lamnated in pull-out so you could put
it on your wall. However, | don't think we're going to do
that for the March chapter, but you're free to do that
your sel f.

On the current policy issues which we have up on
the screen now, the policy issue section briefly discusses
issues related to three objectives: paynent adequacy, and an

exanple of that is the pending rate cut in honme health that
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you di scussed this norning. Paynment accuracy is the second
obj ective, and an exanple of that is the RUGIII
classification systemfor SNFs. Then third are other
obj ectives. An exanple of that m ght be controlling vol une
t hrough the SGR which you'll discuss tonorrow.

So our question to you is, are the issues in the

chapter the right issues?

DR. STONERS:. | think this is a wonderful chapter
as far as reference, and |ike you said, we'll keep it close.
One little problem| had was -- and it pops up -- | hate

this is a rural exanple, but there are others in here in a
few places. Like at the bottom of page 11 where we get into
a large portion of rural hospitals eligible may receive this
benefit inappropriately. | think we agreed in our previous
di scussion that neasured on certain paraneters, but maybe
nmeasured on ot her paraneters |ike volume and ot her things
that we don't take into account, that naybe the paynents

aren't inappropriate.
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It's such a great reference chapter, | would hate
to get into policy opinions in a chapter that's a good

reference. And that happens two or three tines, and | just

think -- | would hate to get into controversial things
wi thin such a good reference chapter. | just bring that up
as a -- but other than that, | loved the chapter. It's

real ly good.

DR. KAPLAN:. The other two or three tines, if you
could let us know on sidebar, either by e-mail, et cetera,
because | think we've | ooked at this chapter so much it
m ght be difficult for us to spot it.

DR. STOAERS: That was one exanpl e

DR. KAPLAN: Yes, but if you could e-mail us with
the others |I'd appreciate that.

MR. HACKBARTH. Any other comments on the chapter?
Suggesti ons?

Sonetimes when you get no response it's because

people are just worn out. Actually | think in this case
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it's probably nore because it's very well done, | think. So
t hank you.

DR. KAPLAN: Thank you.

MR. HACKBARTH. W are now to the public coment
period of 15 m nutes.

M5. FISHER | was just going to say, do we get
the rest of the time remnaining?

MR. HACKBARTH: No. | was anticipating that,
Karen. The answer is no.

M5. FISHER. | was going to start and then defer
to others and reserve it back.

| just wanted to point out a couple of itemns.
First of all, we appreciate the fact of the chart in Jack's
and Jesse's presentation that includes that Table 16 about
t he i nmpact of possible policy changes in the future so that
you can understand what's com ng down the pike. | play a
little bit of golf and if | were |ooking at ny golf card I'd

like to see all those m nuses and the zero in the large



10

11

12

13

14

15

16

17

18

314

urban. Unfortunately, when you' re | ooking at teaching
hospitals who are located in |arge urbans, all the m nuses
there are not a positive indictnment.

W coul d probably add two nore to that list. One
is that there has been a technical change that's in the
process of occurring with the wage index related to
excl udi ng teachi ng physician costs that will al so be
reduci ng the wage index in areas where teaching hospitals
are located. That fact is not w dely known.

In addition, due to the econony, the nunber of
unconpensated care is likely to increase in the future. So
those are two nore additional mnus signs that will probably
be on that |ist.

We're also glad to hear that the Conm ssion wants
to see total margins. | know you all this but it bears
repeating that hospitals make deci si ons about what services
t hey provided, what services they will not provide based on

what their total financial bottomline is. Seeing what
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t hose nunbers are, seeing what the inportance of I ME and DSH
is for teaching hospitals | think will be useful.

W al so agree with the comment made that the | ME
di scussi on should be a distinct discussion. | think you're
going to otherwi se have a very straightforward update
di scussion in January and adding the IME | think would only
encunber that discussion even nore.

But | should point out as an aside that on the
out patient side when CM5 was putting forth the proposed rul e
for the outpatient systemthey did run sone regression
anal yses in terms of |ooking at teaching intensity and
outpatient cost and did find a positive relationship. They
decided it wasn't as great as the inpatient side obviously,
but they decided not to include an I ME adjustnment on the
out pati ent side because they wanted to see how the system
woul d fl ow out.

Certainly teaching hospitals, due to the

transitional corridors and pass-throughs right now, who
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knows how they're doing. But when that goes through this
i ssue about teaching intensity and costs on the outpatient
side | think is going to cone up again.

Finally, on the Medicare+Choice issue, given the
Conmi ssion's sense that it seens, at least to ne, to the
extent that this issue does get addressed in your March
report, to the extent you' ve had past reconmmendati ons
recommendi ng that Medi care+Choi ce plans receive 100 percent
of the fee-for-service paynent, that there m ght need to be
sorme clarification in there regarding the carve-out issue.

Thank you very much

MR. HACKBARTH. Okay, | guess we're done for
t oday, and we reconvene tonorrow norning at 9:00 a.m  Thank
you very much

[ Wher eupon, at 4:27 p.m, the neeting was
recessed, to reconvene at 9:00 a.m, Friday, Decenber 14,

2001. ]
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PROCEEDI NGS

MR. HACKBARTH: The first itemon our agenda this
norning i s neasuring changes in input prices in traditional
Medicare. Tim are you ready?

MR. GREENE: Good norning. 1'Il be speaking this
nor ni ng about input price neasurenents used by CMS for al
its different fee-for-service paynent systens. |'Il| be
focusi ng on neasures, price indices used for adjusting for
price change over tine, as I'll explain.

Al the paynent systens operated by CVS use input
price measures to determ ne price change. They do it for
several reasons. Price indexes play two roles in
prospective paynent systens. First, price nmeasurenent is
required to all ow appropri ate conparison of expenditures
across geographic areas. Medicare uses neasures such as
wage i ndexes and COLA adjustnents to nake these conpari sons.
These are used for setting paynents across areas.

| won't be discussing cross-sectional price
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measur enent wage i ndexes at this section, but I wll be
focusing on the second use, which is to determ ne change
over time in input prices paid by providers. These indexes
are used both to understand provider cost change and in the
process of updating paynment rates.

Turning fromthe why to the how, an input price
nmeasur enent system provi des a single index nunber for each
time period and for the group of providers for which it's
defined. To get there we need to decide on three structural
conponents of the price neasure.

First, we identify and define cost categories or
cost conponents representing the full range of itens
pur chased by the provider and used to produce health care
services. For each conponent we then define price proxies,
or neasures of price change over tinme. W have to use
proxi es generally because information on the precise prices
pai d by each different provider type are generally not

avai l abl e. However, we try and match the proxy as closely
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as possible to the actual conponent we have in mnd. W'l
see as we go along sone cases in which this matching i s done
very well and others in which it's rougher.

Finally, price index or price neasure is
cal cul ated as the weighted sum of price proxies for the
period involved. For this we devel op weights to represent
the relative inportance of each cost category in hospital
pur chases of inputs. W base the weights on cost report or
ot her econom c information, and we recal cul ate them
periodically over tine.

Exanpl es of cost conmponents, by the way, m ght be
wages and sal aries paid by a hospital or the quantity of
pharmaceutical s purchased by a nursing home. And we'd use
price proxies such as enploynent cost index for civilian
hospi tal enpl oyees for the first and a producer price index
for pharnmaceuticals for the latter.

"1l go over a few generic issues dealing with

price measurenment across sectors, then I'Il turn to briefly
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| ook at the specific nmeasures used by CM5 in its paynent
systens. Finally I'll be going through a set of issues for
each di fferent measure and recommendati on options for you to
consi der.

| nput price indexes should represent nmarket prices
faced by providers. These nmay be based on the prices paid
for simlar inputs for providers of that type; that is,
heal th care specific nmeasures, or it can be based on
information on prices paid in the econonmy overall. W call
t hose specific or sector specific price measures or econony-
wi de price neasures, respectively.

The fornmer approach is desirable where we have
reason to believe that the |abor or product market in which
the inputs are purchased is distinct fromand separated from
the market for the entire economy. A good exanple m ght be
t he wages paid for nurses or occupational therapists. The
second neasure, econony-w de neasure, mght apply where the

mar ket s from whi ch the provider purchases are closely
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integrated with the econony as whol e, which may incl ude
things |like salaries for accountants or prices for chem cals
overal | .

There's a trade-of f here between defining a price
index. It may be nore specific but it would be based on
| ess data and less reliable data for | ooking at health care
prices al one as opposed to econony-w de prices.

The second concern has to do wi th neasurenent of
prices in a way that gives you a neasure of pure price
change, because sonme of the price neasures and wage neasures
publ i shed by the Bureau of Labor Statistics will m x changes
in price with changes in quantity. You're famliar with
this in the context of the wage index in ternms of
occupational mx differences. W see the sane thing here.
Sone | abor costs, sone average wage neasures wll change if
wages change or if just the m x of occupations changes from
hi gher cost to | ower cost nmeasures. That's going to be

reflected in the measure that BLS will publish, and CVS will
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use, and that's beyond the control of CMS except in the
process of choosi ng neasures.

Finally, a crucial decision in designing a price
nmeasurenent is the group of providers covered by any
specific input price index. A single index could be defined
for all the entire health care sector, for a broad sector
such as all hospitals, or for a nore narrowmy defined sector
such as psychiatric hospitals. Once again these are trade-
of fs between data availability and specificity of
neasur enent .

Each Medicare fee-for-service programhas its own
uni que input price index. Now as soon as | say that | have
to qualify it by nentioning that several of the smaller
paynment systens, such as anbul atory surgery centers or | abs
or anbul ances use broad neasures |ike the consuner price
i ndex or various subindexes. Now those are obviously rough
nmeasures of input price change for health care sectors but

they' re adequate for these snmall cases.
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However, CMS has devel oped and uses nore refined
measures for the major sectors. The first group, which we
cal |l market baskets, are indexes of the sort that | was
describing earlier with cost conmponents, price proxies, and
wei ghts, with one for every mgjor index. The first is the
i nput price index for PPS hospitals. This was devel oped by
anal ysts at HCFA, now CMS, in the 1970s and was used for
vari ous purposes and has been used in the input inpatient
PPS since its founding. It's been nodified regularly, and
rebased and updated, but it's still basically the sanme index
fromthe '80s

Now as you'll see, the PPS hospital input price
index is sort of the nother of all price indexes, the nother
of all market baskets at least. That's intended as a
positive description, not the opposite.

Turning to the next, there's a separate price
i ndex for hospitals exenpt fromPPS. This is nodeled on the

PPS i ndex, uses the sane price proxies and cost categories
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but the weights differ slightly. So it's built on the PPS
hospi tal market basket. |It's also revised over tinme but
it's very simlar.

Third, CM5 has maintained an index for skilled
nursing facilities, SNFs. That has been recently revised
substantially and published last July. It too is based on
cost categories simlar to but differing slightly fromthose
for hospitals.

Now fourth, and here we get to a slightly
different variant, CMS namintains a market basket for hone
heal th agencies. Not surprisingly, this is a much | ess
anbitious index. Wile the hospital has 22 conponents based
on 40-sone price proxies, this is an index with 12
conponents. It's slightly different but is simlar in
structure but nmuch nore nodest.

Now | include dialysis because it's obviously a
maj or sector, but CMS does not nmintain any outpatient

di al ysis market basket at this time. The Comm ssion staff



10

11

12

13

14

15

16

17

18

327

has devel oped an outpatient dialysis market basket that you
use for devel opi ng recomendati ons by pi ecing together

pi eces from conponents from hospital market baskets, and you
recommended a year ago that CMS devel op an outpati ent

di al ysis market basket. BIPA included a mandate to do that
and the agency will be reporting next July with results of
its developnent. We look forward to seeing the results

t here.

Finally we have a very different sort of index
that we distinguish fromthe market basket which is used for
physi cian services. |It's called the Medicare econonic
i ndex. This was developed in 1972 in response to a
congressional mandate. It differs in many ways, though it
has the basic index structure, differs in many ways fromthe
pure price indices that are reflected in the market baskets.

DR RONE: Is that the one that's used in the SGR?

MR. GREENE: Yes, and I'll be getting back to

further discussion of it |ater.



10

11

12

13

14

15

16

17

18

328

Now I'"I'l turn to cross-cutting issues affecting
all the market baskets, as you'll see. This is the
treatment of wages, which is typically a very inportant
conmponent in the market baskets. Wages and benefits account
for 60 percent of the hospital market baskets and al nbst 80
percent of the home health market baskets. So what you
deci de here has a great effect on estinated cost increase
over time.

First, in several ways wages can be unique to
health care. First, the exanples | was giving earlier, we
have many groups of enployees such as nurses, occupational
t herapi sts, who are unique to various health care sectors
and whose | abor markets can differ greatly. As you know,

t here have been shortages in many of these occupations, in
particul ar registered nurses in the last year, so we'll see
wage devel opnents there that will differ greatly fromthose
in the econony as a whol e.

Secondly -- and this is specific to areas such as
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hospitals -- we now see changes in historical patterns in
wage grow h in the PPS hospital sector that's considerably
faster than wage growmh in the econony as a whole. To again
to view health care as different in that way.

| note managed care pressure and payer pressure
because historically CV5 and ot her anal ysts had been averse
t o basi ng narket basket change on wage indexes for the
provi der group alone for fear that by nmaki ng estimted cost
change based on behavior of a particular group of providers
you could validate and roll forward price and wage setting
by that group. The standard concern was, if you use
hospital wages to set the hospital market basket, hospitals
can, by their own behavior, increase their market basket
over tinme.

That nay have been a concern 15 years ago in a
context of considerable private sector activity. W think
t he concern about unwarranted wage setting in matters |ike

this is history. W don't need to worry about that in
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choosi ng wage proxi es.

However, we do have several choices to be nmade in
deci di ng about the wage proxies to use. First, as |
i ndi cated, we have to choose between econony-w de measures,
or nmeasures for the entire health care sector, or neasures
specific to any given sector. These could be wages and
sal ari es of service occupations in the econony as a whole in
the first case, or there are enploynment cost indexes for
heal th service workers in general, or thirdly, you could
have civilian hospital enployees as an exanple of one that
woul d be particular to a specific sector.

But even after we make those choices, or given
t hose choi ces, we have to nmake a choice between the | evel of
definition whether we're | ooking at health care specific
occupations or general |abor categories. Again, general
| abor categories may allow you to be nore specific in terns
of a type of occupation, but health care specific

occupations nmay be broader but specific to health care.
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An exanple of the first m ght be conputer
programmers and the [atter m ght be nurses. What you'd |ike
nost woul d be a neasure of hospital conputer progranmers,
but wage series |like that don't exist. So again we've got
to make choi ces and nmake trade-offs in defining indexes.

W' ve put together sone recomrendation options in
this area. 1'Il read the nore precise | anguage. The
Secretary shoul d explore use of nore appropriate wage and
benefit proxies in all input price indexes. Measures should
be as specific to each sector and each sector's |abor
categories as possible. This addresses the question of
appropriate match of proxy with category that | nentioned at
t he beginning as well as the choice of |abor category that |
was j ust discussing.

| don't know how you wi sh to approach these.

Di scuss them now - -
MR. HACKBARTH. Go all the way through

MR. GREENE: Fine. PPS-exenpt hospital market
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basket is, as | say, very simlar to the PPS narket basket.
As currently defined it covers a w de range of sectors:
psychiatric hospitals, rehabilitation hospitals, units and
so on. However, we believe that these individual sectors or
subsectors may differ both in input mx, use of nurses, LPNs
and so on, as well as cost trends.

That | eads us to reconmend that as it devel ops and
i ntroduces prospective paynment systens for psychiatric, |ong
term and rehabilitation hospitals and units, the Secretary
shoul d consi der devel opi ng separate input price indexes for
them as soon as possible. This we think is a real concern
now because the paynent systens are changing froma TEFRA-
based basically rei nbursenment systemto prospective paynent
systens for each

CVS expressed interest in the idea of devel oping
separate i ndexes for these sectors when it |ast revised the
excl uded hospital narket basket in 1996. But as far as |

know there's no activity going on in this area.
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| ask a clarification?

Certainly.

DR. RONE: Wat do you nmean by long tern? | think

it's a non-specific term

MR, GREENE

termcare hospitals.

It's a category of hospitals, |ong

DR. RONE: Are those chronic care hospital s?

GREENE

MR
DR KAPLAN:
DR

Yes.

Average length of stay is 25 days.

ROWE: And they're called long termcare? |

t hought they were called chronic care hospitals.

DR KAPLAN:

hospitals.

DR. ROVE:

MR, GREENE

No,

they're called long termcare

So that's what you're referring to?

Yes.

DR. RONE: As opposed to long termcare, which

could be --

MR, GREENE

No.

It's a very specific statutory



10

11

12

13

14

15

16

17

18

334

category.

Finally, on the Medicare econom c index. IEI
differs fromthe market baskets and from nost pure price
i ndexes by including an adjustment for productivity change
before the final index nunber is calculated. A neasure of
productivity change in the overall econony is calculated. A
10-year novi ng average of that neasure is devel oped and
hi gher productivity, growh in the general econony is used
to reduce growth in the ME

We note that a pure price index such as the
consuner price index or the hospital market basket doesn't
make adj ustnments for productivity change like this. W do
note that as in the hospital nmarket basket or in
deci sionmaking in general, you nay wi sh to consider the
effects of productivity gromh in deciding on -- making an
updat e decision. But you may not want to include it as part
of the pure price index of the sort that we're talking

t oday.
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Second, MElI proxies are not a good match for the
conponents. There's a conponent for physician time which is
represented by a wage and a benefit index. But the wages
and benefit indexes are for non-farm producti on workers in
t he econony as a whole. W think that's a poor variable to
nmeasure change i n physician sal aries and benefits.

Third, because the index currently uses a neasure
cal |l ed average hourly earnings for production workers to
proxy physician wages, salaries and benefits it's sensitive
to changes in input mx. GOccupational changes in the data
nmeasured by the average hourly earnings index can increase
its value just as changes in wages paid to those enpl oyees
will increase its val ue.

Finally, as used in the current SGR system the
MElI is calculated retrospectively, historically. Unlike the
mar ket baskets which use forecasts cal cul ated by a HCFA
contractor, the MEl uses historical data. You reconmended

in the past that this be changed, and you coul d repeat that
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recomrendati on or note it.

We put together sone recomrendati on options for
the MEI that address the mmjor issues | was just discussing.
W say, the Secretary should nodify the Medicare econonic
i ndex by using nore appropriate nmeasures of wages and
sal ari es and of benefits for physicians than those used in
the current index. There are not physician-specific price
series that we're thinking of but certainly things nore
preci se, nore appropriate than average hourly earnings for
production workers.

Secondly, we think that productivity should be
handl ed differently than it is in the MEl. W enphasize
that productivity can be considered, should be considered in
an update framework but it should not be included as part of
a pure price index such as a nmarket basket or the IEI

Do you wi sh to discuss these now or do you want to
come back to themlater? |'mdone with my presentation

MR. HACKBARTH. | think we ought to discuss them
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DR. REI SCHAUER: Wien | was reading this | felt a
desire for magnitudes. | wanted to know what's the nature
of the problemin terns of size that we're dealing wth.

t hought with respect to all these different nmeasures that we
have, if | went 1995 to 2000 how nuch do these differ, the
SNF one versus the PPS --

MR, GREENE: [|'mnot sure.

DR. REISCHAUER: -- in the growh over that kind
of period?

MR. GREENE: Exenpt hospitals and PPS hospitals
are very --

DR REI SCHAUER: That's one kind of nmetric to show
how much variability there is now and maybe we're devoting a
| ot of resources to sonething that doesn't nake a whol e heck
of a lot of difference.

MR. GREENE: You nmean whet her you coul d nmake do
with one index across the board?

DR REI SCHAUER  Yes, right. Then there's the
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ot her issue which is you're tal king about sone refinenents,
that this conponent is a pretty poor proxy for what we
really want to get at. Just illustrating that, the exanple
bei ng the production worker income in hourly pay versus you
coul d take the AVA average physician earnings over a five or
a 10-year period. Just to give sone kind of flavor for what
we're dealing with here.

MR. GREENE: | don't know the conparison of those
series. For exanple, conparing the exenpt hospitals and the
PPS hospitals index you get, |ooking at the weights --

DR. REI SCHAUER: But you're tal king about changi ng
wei ghts not about changi ng anything else. | don't know --
probably the wei ghts offset each other

MR. GREENE: The exenpt and PPS mar ket baskets are
very simlar but the |abor weight is 2 percent higher in
one, 2.5 percent, and pharmaceutical weights is going to be
1 percent lower in the exenpt market basket.

DR. REI SCHAUER:  Just one thing. | presunmed in
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the text you were tal ki ng about percentage points, not
per cent .

MR. GREENE: Yes, things that sumto one. Yes,
per cent age points.

DR. NEWHOUSE: | thought the major changes here
were probably on the MElI, and | agreed with Tinm s proposals.
| would also say to Bob, | think the point is well taken,
some of the changes, as we just said, could be changes in
wei ghts which are essentially costless to make, and there's
a certain elenent to face validity to some of the changes as
well. But | have no problens with the reconmendati ons.

MR SMTH |I'mnot sure | do either, Tim But
for instance, the production worker wage relationship to
physi ci an i ncone sounds screwy. But because it sounds
screwy doesn't nean it is screwy. | wonder, what do we know
that tells us that this is an inappropriate reference? 1Is
there other data? You' ve cone to the conclusion that it's

i nappropriate but if you get below the surface it's not
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obvious that it is. | just wonder what el se we know t hat
woul d hel p us think about whether or not investing a |ot of
noney or tinme in trying to find a different index is going
to get us a different outcone.

MR. GREENE: We're not tal king about devel oping
new data. Typically we're tal ki ng about | ooking at existing
BLS i ndexes and consi dering things, wages and sal ari es of
prof essi onal and technical workers, things that seemto
mat ch the concept better. W're not tal king about a nmjor
costly and tinme-consum ng effort. W' re talking about --

MR SMTH |I'mjust wondering if we've | ooked at
that, if we've | ooked at sone other data available in the
wage series, conpared it to the AMA data and had seen
whet her or not it would nmake any difference if we shifted,
or what the orders of magnitude of the difference would be.

DR. NEWHOUSE: The professional series, on the web
site at least, only starts in '97 though and goes through

99, so it's hard to know.
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MR. GREENE: That's the sort of thing -- for
exanple, in the exenpt hospital recommendation we're
suggesting that CM5 dig into this data and dig into the
i ssues we're tal king about. Apart fromthe MEl we are
tal ki ng about basically technical recommendations, it's
true. These are not nmjor changes. O possibly the exenpt
hospitals is a bigger change; separate indexes.

DR. LOOP: Could you explain the productivity
adjustrment to ne a little bit, because it says on page 12,
in the absence of reliable nethods of neasuring it, MedPAC
assunes that productivity and technol ogy offset each ot her,
| eading to no net increase or decrease of cost. To ne
that's a pretty big assunption. There's a |ot of new
technol ogi es that don't make nedi ci ne nore productive |
woul d think. Could you just explain productivity to ne?

MR. GREENE: That's a description of the way we
put together our decisionmaking for the overall update

framewor k, which is not the market basket per se but it's
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background and rel evant to how you treat productivity within
t he market basket.

W' ve worked for years in ProPAC and now MedPAC to
devel op acceptabl e productivity neasures for individual
sectors wi thout success, as well as investing a good deal of
time, effort, and consultant time into devel opi ng neasures
of scientific and technol ogi cal change costs. In that sense
we haven't been able to develop two series there that are
strong enough that we're confortable with using them
separately.

DR. ROAE: When this was discussed yesterday by
the staff, balancing productivity and technol ogy, as a proxy
for productivity you used reduction in |length of stay, as |
heard yest erday.

MR. GREENE: Yes.

DR. RONE: That that was an increase in
productivity, a reduction in |length of stay per average

di scharge, and that the savings associated with that were
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expected to be bal anced out by the increased cost of
technology. That's what | thought | heard yesterday in one
of the discussions. 1Is that relevant to this?

MR. GREENE: Yes.

MR. ASHBY: If | could make a comment on that
since you're quoting ne fromyesterday. | think it's better
to suggest that productivity and |l ength of stay decline
overlap but are not the same. Because the trouble we have
al ways had with length of stay decline is that it represents
a conbination of real productivity inprovenents, or at |east
declines in resources used per stay, but that it also
represents a shift of care fromthe acute setting to other
settings. Gven that we have to pay for care in those other
settings that sort of cancels out any possibility of
productivity inprovenent for that part of it.

But it's clearly a mxture of both. And | have to
add to our list of frustrations that Timtal ked about. W

tried to separate the two and neasure that and were pretty
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much unsuccessful. So we know that it's both, we just can't
tell you the proportions very accurately.

DR. ROSS: Let ne just add an addendumto that
too, which is they're not synonynous. W woul d expect
productivity growh in all of these different sectors even
where we don't have a length of stay analog. |In the
physi ci an settings you can i magi ne the use of the Internet
or web-based di agnostic techniques would surely have to have
i ncreased productivity; you know, faster than flipping
t hrough the Merck manual or sonething |ike that.

DR. NEWHOUSE: Also the productivity change in the
physi cian sector is likely variable by specialty.

DR. RONE: | agree with all of this. | just
t hought | heard yesterday, increases in productivity, for
instance, as reflected in reductions in |length of stay, we
expect to be nore or |ess balanced out by -- | thought
that's what | heard. So |I was just asking whether that was

the proxy or whether it's a piece of it. It's obviously a
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pi ece of it.

DR. ROSS: That was, in part, also just stating a
phi |l osophy that this comm ssion and its predecessor
comi ssi ons have adopted in terns of a 0.5 percent on
productivity versus increase in S&TA. You' re going to have
to make a judgnment on the physician side about what you
believe are the inpacts of increasing technol ogi cal advances
and how much do you want to finance, so to speak, out of
productivity growth versus acknow edge through hi gher
paynents.

MR. GREENE: Consideration of productivity here is
al nost a negative consideration. As opposed to |aying out
the entire update framework, we're concerned about the
inclusion of it in the nmeasure that should be a pure price
measure rather than one that reflects a variety of factors
af fecting output costs: productivity, input price change,
and so on.

In a sense, a MEl historically and even as it
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exi sts today was not designed and isn't a nmeasure of pure
price change like the CPl is. The inclusion of productivity
is only the nost dramatic way in which it's nore of an
overal | paynent-setting nmeasure, which is, in a sense, the
way it was originally designed in 1972, rather than a pure
price measure as the market baskets, designed |ater for

di fferent uses, are.

DR. ROSS: | just wanted to nake a technical
response to Bob and David' s concerns about the faux
precision in all of this. There's sone truth to that
concern and in fact if the Congress -- if MedPAC foll owed
its new approach of assessing paynent accuracy, and allow ng
errors to offset, and did a good job of it, and nmade the
recommendati on every year and the Congress faithfully
fol |l onwed through on what MedPAC recommended, then you m ght
be concerned about doing too nuch refinenent on these narrow
price indexes.

But in fact if you let -- if for whatever reason



10

11

12

13

14

15

16

17

18

347

paynments flow froma market basket over a several year
period, small divergences can nove |lots of noney. 1In the
hospital sector they're nmoving billions of dollars.
The second thing is, Bob, a lot of the
di vergences, the long run is pretty long for differences in
trends. |If you | ook at conparisons of wage growth between
t he hospital sector and econony-w de, they diverge for six
or seven years. They've now swung in a different direction.
So they don't bal ance out necessarily over a short period.
M5. RAPHAEL: M question was in |ine with what
Murray just said, because our first recomendation is to
explore. W want the Secretary, | presune, to explore the

use of nore appropriate wage and benefit proxies, et cetera.

My question was, explore seens very tepid. If thisis a
serious issue -- and that's why | had a question about
magni tude also. If this is a serious issue and we believe

that the current proxies and neasures, et cetera, are

seriously deficient than we ought to have sonmething that is
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a nore forceful recomendation. |If it's not a serious issue
then | question whether or not we ought to do anyt hi ng.

MR. HACKBARTH. Al ong those sanme |lines, Tim what
woul d CVB say, if whoever does this at CVM5 were sitting
right next to you? |If these are, in many cases, costless
changes and they potentially, at least in the |ong run,
coul d have serious inplications, why haven't they done it?

MR. CGREENE: First, as | indicated -- well, if
there's soneone from CM5 to speak they nay be able to give
you a better response. Many were here yesterday, a nunber
of people, and | thought a few were here.

But first, they certainly are conducting
continuing technical analyses of market basket information
and every five years or so revise them and update the data
and update the categories and change definitions. To sone
extent we're enphasizing the matter such as matchi ng wage
nmeasures nore closely to categories that |I'msure they' ve

considered and may or may not agree on. |In sone areas, as



10

11

12

13

14

15

16

17

18

349

with the exenpt hospital exanple, we know fromtheir 1996
statenents they are considering establishing separate market
baskets for the subcategories. So that's the answer there.

The third, on the MEl is a |larger policy issue.

MR. HACKBARTH. Clearly the MEl is a different
animal altogether. But as Carol says, these questions
presumably have been clear to them just as they are clear
to you, and we say sonething as tepid as, the Secretary
ought to explore, Secretary Thonpson isn't going to do this
in his office. He's going to just hand it to the people who
haven't been doing it in the past.

MR. CREENE: That's just the conventional way of
framng this, as you know.

MR. HACKBARTH:. | know, but if you really think it
needs to be changed you'd probably have to say sonething
nore forceful than, the Secretary shoul d expl ore.

DR NEWHOUSE: Do we know the answer to how nuch

difference it would nmake? |'mnot sure we know.
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MR SMTH But then it's not clear we ought to
recoomend -- | do feel that this is a case where being data
free is really a huge liability. | just don't know, Joe.

If it doesn't make a big difference, then the Secretary has
got better things to do. |If it does, we ought to --

DR NEWHOUSE: But | don't think we know that it
doesn't make a big difference.

MR SMTH  But we don't know that it does either.

DR. NEWHOUSE: Right. But we ought to find out.

MR SMTH W ought to find out before we
recommend - -

DR REI SCHAUER  Jack knows. He's standing up.

MR. ASHBY: There is one thing that we do know,
and that is that on the issue of the wage proxies we have
separate indicators available fromBLS that allow us to run
this with hospital wages and to run it with econonmy wages.
Over the last seven or eight years the difference has been

huge; just a trenendous anount of noney has changed hands
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over that. For a nunber of years the disparity went in
favor of the hospital industry. But then as the |abor
shortages starting emerging in the |last year or two, there
was a knee-jerk reaction in the other direction and the
favor went rather significantly to the governnent side.

So there's a |l ot of noney that we know is invol ved
in that and we're not really suggesting that we want to
produce nore or |ess noney to the hospital industry. W
really just want to get it right because, after all, we
don't really know what's going to becone of the |abor
shortage issue. |It's kind of subdued at the nonent but if
it emerges again next year it would be nice to have an
automatic reaction to it which is what this recomendation
woul d facilitate.

DR. REISCHAUER Having a little illustrative
table in this that brings this out | think would strengthen
t he whol e anal ysis trenmendously.

MR. ASHBY: That we can do for next tine.
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DR. ROSS: Just to follow up on Jack's point,
because on that first recommendation option, those two
bullets, the first one is in nmany ways a policy call even
nore than a technical call and what do you think the
appropriate weights are to think about this market; |ook at
nati onwi de versus the hospital sector.

The second bullet is dropping down now to
out patient services, hone care, and SNF and there, one
reason why not hi ng has been done is that this wasn't al
that relevant in a pre-PPS world.

MR. HEFFLER: | thought I'd try to help clarify
sonme of these issues although I'"'mnot sure | want to do
this, but I'll give it a shot here.

MR. HACKBARTH. Wiy don't you go ahead and
i ntroduce yourself.

MR HEFFLER  Sure. Steve Heffler from CM5 and
the Ofice of the Actuary. | would say specifically about

t he reconmmendati on on the wage and benefit, if you want to
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focus on nursing hone, for instance, right now a nursing
honme uses the ECI, or the SNF market basket uses the ECl for
nursing homes. So right there you have a wage proxy that is
reflective of that industry.

On the hospital side, the hospital wage and
benefit proxy is a weighted average of occupations in the
hospital. The only difference in an internal hospital
neasure and the neasure that's used is that instead of using
the ECI for hospital we do this occupational weighting of
ECI, and the occupational mx is a fixed m x of occupations
in a hospital.

My guess -- and | will try to answer the question
-- we do ook at this. W do try to answer these questions,
try to address these issues. There are changes over tine in
the | abor markets, and the pressures, and the wage
pressures, and the shortages and so forth, and keep an eye
on that. But generally | think over a period of tine you're

not tal king about huge differences in what the total narket
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basket woul d be.

Now t he wage is the biggest share, but we're
essentially weighting occupations in the hospital in that
fixed mx and we think using the ECl, when we conpare the
ECI hospital to our occupational m x the differences are not
that |arge. Even though in a given short period of tine you
can have heal th wages noving faster or slower than overal
wages, it doesn't tend to have a large effect on the market
basket. So | don't know if that helps clarify that issue.

Speaking to Aenn's point, this is something we're
constantly nonitoring and neasuring. W do keep an eye on
it, and every tine we rebase we address these sane issues,
soneti nes when we feel that the index is not picking up what
it should be picking up, or is not reflective of what is
going on. W rebase nore often than a five-year schedul e.
But each tine we do rebase we try to address these sane,

t hese i ssues that have been raised here, and explore these.

Whet her the Secretary tells us to do it or not, we do try to
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address these issues.

The last thing that | would say about the inpact

of this is, all these updates are set prospectively.

They're forecast. So historically you can have sone

di fferences in health wages versus non-health wages. But
when you're | ooking at forecast you don't always have --

t hose differences over tinme, they tend to narrow when you're
| ooking in a forecast. There's generally not trenendous
forecasted differences between the two unless there would be
sonmething |li ke a nursing shortage or sonmething |ike that
that was going to cause a major difference in the two
series.

So | guess in conclusion | would say that from our
research we found that changing the wage proxies, while
havi ng a bi gger effect than changing the proxy froma
smal l er part of the market basket, generally would not have
a large top-side inpact on the overall market basket.

MR. HACKBARTH. Thank you. Two nore conments then
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we need to bring this to a concl usion.

DR. NELSON: W're going to drill down on
physi ci an productivity in the future, | understand that.

But | think it will be really inportant for us to begin with
assunptions that aren't possibly false. For exanple, that
e-mai | has increased physician productivity. Al nost
certainly it has not increased the proportion of services
for which a physician gets paid as a factor of total work.

Li kewi se, coding requirenents. Conpliance plans
are often now instructing physicians to put diagnostic codes
on thensel ves, so they're having to | earn new codi ng
requi renents and docunentation requirenents. Certainly
i ncreases the anmount of work wi thout increasing the anount
of paid work.

What |'msaying is, we've used |udicrously suspect
nunbers for productivity in the past, and as we go forward
it will be inportant for us to have sone evidence beyond the

assunptions as we explore that factor.
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DR. LOOP: In reading this | note that the
hospi tal market basket is revised at five-year intervals.
just wanted to formalize this question. W' ve touched
around it here in this discussion, but it seens to ne that
the pace of nedicine is accelerating all the tinme and you' ve
got IT issues, bioterrorism |abor shortages, innovations
with increasing frequency. |Is this five-year interval
really practical today or do the analysts believe that five
years -- there's not much changes in five years? | mean,
just |l abor costs alone in the hospital industry have risen
between 9 and 18 percent in the past year.

MR. CGREENE: Price/wage changes like that are

going to be reflected in the annual data. It's the relative
i nportance that will matter less. Even there -- and this
gets to be a technical point -- as sonething becones

relatively nore inportant, even on a year by year basis, its
wei ght in the market basket will increase even between these

rebasing periods. |f pharmaceuticals are increasing in
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price nore rapidly than other itens, they becone relatively
nore inportant even in a tine between rebasing.

| think it's also a question of availability of
data. Sone of the economic data that CV5 will use for
revi sions and rebasing is not available on an annual basis.
As Steve just nentioned, when it appears to be appropriate
they will revise nore frequently than every five years.

DR. NEWHOUSE: There is sone evidence on this. W
did a study of input price index for treating heart attacks.
It showed rebasing nade, as | recall, about a percentage
poi nt difference per year over rebasing every five years.

It was a substantial difference.

MR. HACKBARTH: Ckay, | think we're done for today
on this. W'Il|l actually take up the formal recomendati ons
and voting in January when we neet.

Next on the agenda i s assessing paynent adequacy.
W have two pieces in this segnent. First we'll do

physi ci an paynments, and then second we'll do ESRD
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DR. HAYES: Good norning. W just tal ked about
i nput price indexes. The question nowis, given a better
i nput price index, what do we do about updating paynents for
physi ci an services, what do we do about replacing the
sust ai nable gromh rate systen? So what |'d like to do is
to, first, just give you a status report on where we are
with that effort to replace the SGR system And second, to
tal k about controlling spending for physician services,
which is one of the features of the existing system

So just to recap where we've been with the
repl acenent of the SGR system recall that the system has
two goal s: accounting for changes in the cost of providing
physi ci an services; and second, to control spending for
t hose services. The Comm ssion, of course, has tal ked about
a nunber of problenms with this systembut they tend to cone
back to one fundanmental problem here, which is that these
two goals are inconpatible. It's difficult to try and

updat e paynents to nmake them consistent with changes in the
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cost of services when sinultaneously trying to affect the
updat e, nove the update up or down because spending is doing
sonmet hing that the system doesn't all ow.

So the Conmission's position has been to repl ace
the SGR system and to essentially decouple these two goal s.

In effect what you've said is that using the
update to get the price right for physician services is nore
important than trying to control spending. W'Ill talk in a
few m nutes about alternatives to the SGR system for
controlling spending. You' re not saying that controlling
spending is uninportant, it's just that we need to decouple
t hose two processes.

So how do we get the price right? O course
you' ve been discussing a way to do that which involves a
two-part process: assessing paynent adequacy and accounti ng
for factors that affect costs. So the thinking in applying
this to physician services the idea would be that going

t hrough that process would provide the Congress with the
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i nformati on needed to nake a paynent update decision for

physi ci an services every year.

So let's tal k about what our next step will be on

this effort to replace the SGR system

At the January

neeting we'll ask you to agree on answers to two questions.

First, are paynments adequate for physician services? On

that topic, recall that you addressed this issue at the

Novenber neeting, |ooked at data fromdifferent sources,

data on things like the nunmber of physicians billing

Medi care, results of the Medicare current beneficiary

survey, which includes questions about beneficiary access to

care. W also have the results of MedPAC s survey of

physi ci ans that was conducted in 1999

So overall, if we put that

i nformation together

you have sone idea of whether paynents were adequate in

1999. One conclusion that could be reached fromthat

information is that paynents were not too lowin 1999.

What ' s happened since then?

The nost

i mport ant
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t hi ngs we know are the changes in input prices for physician
services since then, and we know what the paynent updates
for physician services have been. |n general, or on average
| should say, the change in input prices has been greater

t han t he updat es.

| don't have the nunbers with ne, but ny
recollection is that the change in input prices as neasured
by the MEl has been in the nei ghborhood of 2.4 percent a
year. The updates have averaged a little bit less than 1.5
percent per year when we include the two relatively |arge
i ncreases in paynent rates that happened in 2000 and 2001,
and then this nost recent schedul ed decrease in paynent
rates for 2002.

The ot her question that we would ask you to
address at the January neeting has to do with factors that
will affect costs in the comng year. |In this case, given
that we're putting out a report in March of 2002, the year

of concern is 2003. The hope would be that we can nmake an
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updat e recomendation for 2003. W will have information on
changes in input prices for physician services for that

year, and we're also now |l ooking to collect information on
ot her factors that m ght be affecting costs that woul d be
rel evant to that discussion.

So that's nore or |less --

MR. HACKBARTH. | just wanted to ask for
clarification on the first bullet, the paynent adequacy.
When we conpare the actual updates with the change in input
prices, how are we going to do that in view of the previous
di scussion? The MEl has included the productivity factor.
We're tal king about that potentially not being an
appropriate factor for inclusion in an input price measure.

DR. HAYES: So we would take the productivity
adj ustment out of the MEl for purposes of that conpari son.
The nunbers that | could cite --

MR. HACKBARTH: So the difference between the 2-

poi nt - sonmet hi ng and 1-point-sonething will get nmuch |arger?
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DR. HAYES: Correct.

DR. REI SCHAUER | thought you'd taken that out
al ready. You hadn't?

DR HAYES: No, had not. So that's what's ahead
for the January neeting.

The other points | wanted to make briefly just had
to do with the other goal of the SGR system which is
controlling spending. Here, as | said earlier, we're not
saying that controlling spending is uninportant by
separating this function fromthe update process. W wanted
to address this issue in the March report and | need your
i deas on how to proceed with that.

The first thing to keep in mnd about controlling
spending is that to achieve that requires control of the two
conponents of spending, paynent rates and the quantity and
intensity of services.

In the case of controlling paynent rates, we can

contrast our current environment with what the Congress was
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faced with in the late 1980s when this issue of spending
control was a nmuch nore inportant issue. Then Medicare used
a different paynment nethod, the old, customary, prevailing
and reasonabl e paynent net hod based on charges for services.
The feeling was that that nethod gave physicians an
incentive to raise charges, and the assunption was that that
kind of a systemwas inflationary.

The Congress replaced that paynent nmethod in 1989
with the fee schedule that we have today. A fee schedul e
that includes, as a know, a set of relative weights, a
conversion factor, geographic adjustnents. So with a system
like that it's possible, despite the recent volatility we've
seen in paynent rates for physician services, it is possible
to control paynent rates through the update process. So
that's part of the spending equation.

The other part though, the quantity and intensity
of services is much nore difficult to control. A variety of

nmet hods, as you know, have been proposed to address this
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i ssue. The ones that we thought were nost relevant to a
di scussi on about replacing the SGR system have to do with
nmet hods for reducing fraud and abuse, and reducing either
overuse or msuse of services. So |I'd like to just take a
second to tal k about those two strategies and their possible
i npacts on spending relative to what we have now in the SGR
system

The way it | ooks, these alternative strategies
woul d provi de a weaker form of spending control than what we
have in the SGR system Wen we think about the SGR, first
we can recognize that it is certainly a nmethod for
controlling spending. Indeed, it's designed to reduce
spending for services. | say that, when we think about
proj ections of changes in spending for physician services
and contrast themw th growmh in the national econony, which
is what drives the SGR spending target. Here we see a
di fference of about 0.6 percent per year. This difference

assunes that CVS actuaries are right. That growth in the
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quantity and intensity of physician services will exceed
growh in real CDP per capita.

O course, the way the SCGR systemis structured,
that difference will get fed back through to paynent rates.
It means that on average the paynent update for physician
services under this systemw ||l be 0.6 percentage points
bel ow what ever neasure we use for the change in input
prices. In this case, the way the systemis set up, that's
t he MEI.

So we certainly have a nethod of controlling
spendi ng here which has considerable strength. The question
t he Comm ssion has asked though is whether this is
sust ai nabl e, despite the name of the system The Conmm ssion
has said that a spending target based on growh in real CGDP
per capita is too low. Hence, our plan here; one reason to
repl ace the system

The other strategies for controlling spending

woul d be a bit weaker it appears. Focusing on a coupl e of
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nmet hods that have been used to reduce fraud and abuse, we
have coding edits, we have docunentation guidelines. Rough
estimtes of the effects of those nethods suggest that they
woul d produce a one-tine savings of something |ike 1 percent
of spending for physician services. Contrast that with the
yearly savings that come out of the SGR systemand that's
where we reached the conclusion that this would be a weaker
form of spending control.

The other strategy that one could consider has to
do with reduci ng overuse and m suse of services. This is a
much nore difficult issue to deal with. The Agency for
Heal t hcare Research and Quality is doing a lot of work in
this area. Mich work to be done. | think it's safe to view
this as a long termeffort, and effects of this effort would
be uncertain.

So that's what we had in m nd on addressing the
i ssue of spending control in the March report. |If you' ve

got other ideas we'd |ove to hear them and wel come your



10

11

12

13

14

15

16

17

18

369

comments on all this.

MR. HACKBARTH: Kevin, just a question about the
codi ng edits and docunentation guidelines. Wen we were
doi ng the regul atory burden report this was one of the hot
topics. Are we going to be inconsistent with what we said
on the regulatory burden? | frankly can't renenber exactly
what we ended up saying on this issue there, but --

DR. HAYES: | don't renenber any reconmendati on
specific to these.

MR. HACKBARTH. Certainly there wasn't a
recomrendation, but in the text, as | recall, there was --

DR HAYES: R ght. | think the thing to point out
here -- and this is sonething that we can address in the
March report -- has to do with efforts to inprove the
docunent ati on guidelines. That was an area of nmuch, has
been an area of nuch concern since the early to md-'90s.
CVMB has gone through several iterations of the guidelines

and efforts are now underway to further revise the
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guidelines. The Secretary has said that it's tinme for the
agency, for CM5 to rethink the approach here on the
gui del i nes.

So | think there are sonme things to say. But |
guess from a spending control standpoint the point to nmake
here is that we have this estimate of one-tine savings. But
docunent ati on gui deli nes of some formare already in place
and there's a question of whether we can expect any further
savings fromthis effort.

DR. NELSON: | want to express sone caution about
articulating these strategies as a neans of controlling
spending. | don't |like the idea of reinforcing what |
believe to be a nyth in Congress. That if we stanp out
fraud and abuse our worries about spending growth are going
to go anay. We ought to try and elimnate fraud and abuse
for the proper reasons: that it's illegal and wong. It
ought to be uncoupled fromour projections or our efforts to

control spending.



10

11

12

13

14

15

16

17

18

371

A lot of what is being purported to be abuse is
i ndeed just arbitrary denial of clains because they were
coded inproperly or because they weren't docunented right.
The service was delivered; it wasn't paid for, but it wasn't
necessarily abuse. The physician or other provider just
decided not to fight it. That goes on a |ot.

The concern about overuse and m suse, what we
ought to be urging is appropriate use. It may very well be
that services will go up, because nost of the guidelines
that aren't currently being net deal wi th not enough
i mruni zati ons being given, not enough pap snears or
mammogr ans or ot her preventive services, colorectal
screening. As use is optimalized for the benefit of the
beneficiary it may very well be that there will be nore
added services than a reduction in overuse of services.

Sooner or |ater sonebody in Congress is going to
have to point out that if we want to control spending we

ei ther have to reduce the benefits, we have to pass on nore
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of the cost to the beneficiary, or we have to arbitrarily
put a cap on it and then live wth the consequences, as they
did in the Maritime Provinces in Canada where in the fourth
guarter of every year paynents were reduced by half and al
the doctors went to Florida. Those are not particularly
pal at abl e things for Congress to consider, but | don't want
to reinforce nyths that sone of themare currently living
under .

DR ROANE: As | recall our prior conversations
with respect to this, in addition to all the factors that
you nentioned, Kevin, there have been the problemthat over
the last three years there have been two years in which
there, in retrospect, appear to have been overpaynents
driven by the SGR, and that induced what has been called by
sonme a correction this year, which | think it was mnus 5.4
percent or sonmething along those lines. | think we have
actually heard here that it m ght be sonewhat |ess than

that, but it canme out about a nonth after our neeting and it
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was in that range.

| think when you wite up the history and the
approaches and the problens with this it would be hel pful to
have sonething in a non-judgnmental way about these recent
changes. Because you can read all this stuff and it's not
mentioned at all, and it's kind of a pure analysis of the
factors. But the fact is that it hasn't worked. |It's not
good to overpay, it's not good to underpay, it's not good to
have to catch up in one year or in a |large way.

The other thing that appears not to have worked is
the collars or the corridors in the fornmula itself. As |
recall there is a fornula but it's quite wide. It's |ike
m nus 7 percent or sonething that the cutoff is at, so
that's a pretty big cut before you have a danping effect on
this change. To whatever extent that's accurate you m ght
want to al so include sonething about that as well.

DR. LOOP: Kevin, in that paragraph on controlling

spendi ng you nentioned the overuse and msuse. | think in
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the quality managenent chapter that preceded you there was
mention by PROs citing that underuse was just as bad a
problemif not a bigger one. | don't have that chapter in
front of me, but you might check and add a |line to that.
That it's not only overuse and m suse, but underuse has to
be addressed.

DR. STOAERS: | was going to tal k about what Jack
said so | won't expand on it, but | do think we really need
to make a bigger point about how broke the current system
is. The other thing | have a problemw th, and I know Al an
has kind of alluded to this, but this is this enphasis on
fraud and abuse in this one specific category of health care
delivery when we're not trying to control nursing hone costs
or hone health costs or hospital costs, and we know -- sort
of particularly focus in on this in one particular area |
t hink sends a --

DR. NEWHOUSE: Ray, we had huge efforts in hone

health fraud and abuse.
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DR. STONERS: No, |I'msaying we do, and it is
inportant in all sectors including physician services. But
to do a huge thing in a particular chapter as the najor way
of controlling costs in a particular segnent | think is
wel | - over enphasi zed where we are. | think instead of
getting contrary to our regulatory burden chapter we coul d
maybe take this froma nore positive approach from our
guality of care efforts that he's tal king about, and quality
i mprovenent and so forth, and then let the chips fall where
t hey may.

| just think this chapter could take a | ot nore
positive approach to controlling physician costs than
sendi ng the nessage that we are about fraud and abuse.

DR. REI SCHAUER | thought the other strategies
part of this was weak in the sense that these really aren't
ways in which, over the long run, we can control spending in
Medicare. |1'd be in favor of us comng out and forthrightly

saying that it is inpossible to control spending in Medicare
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unl ess you're going to control it systemm de; one. And
there's no way to do this w thout either underpaying,
according to our nmechanism providers, or increasing the
burden on beneficiaries. W shouldn't pussyfoot around this
t opi c.

DR. HAYES: That's sonmething that's pretty
straightforward. That's a pretty blunt statenent.

[ Laught er. ]

MR. HACKBARTH. It's one of his characteristics.

DR HAYES: W'Ill work with that.

DR. REI SCHAUER: |1'm open to sonebody saying |I'm
wrong in saying, have you thought of, but have you thought
of isn't coding edits.

DR. ROSS: But, Bob, that was the opening slide on
this, right? There are two goals. They're inconpatible.

MR HACKBARTH. But |, for one, like the direct
way of saying that. It has nore power the way Bob said it

than it had on the first slide. | think the powerfu
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statenent is a useful one.

MR. MULLER  Just to build on Bob's point, and
it's a theme we've been discussing for nonths, and obviously
this comm ssion for years. The efforts, when one | ooks at
efforts to control price and efforts to control quantity,
two sinple things you multiply to figure out what you're
spendi ng, we seemto not be willing to take on the quantity
issue very directly in the political process because it's so
politically difficult to do so. So we do things, as Al an
and Ray objected to, by saying, let's see how nmuch there is
in fraud and abuse and keep finessing those kind of issues.

But the broader thenme -- and I'm not saying that
the politics is going to change in any kind of powerful way,
but the broader thenme of how one gets the right quantity of
services inside the programis an issue that | think has to
be faced directly, and different efforts can and shoul d be
made to see what is an acceptable way of dealing with those

i ssues rather than trying to put them underground and
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thinking that it will sonmehow happen magi cally, whether
through arbitrary reductions in paynents or efforts of fraud
and abuse control that nmay not have that kind of effect.

So | think stating the question here nore -- and
saying, there's a price issue. As you said, it's conpatible
with trying to put this all -- have a price and quantity
control issue in the sane. |It's not to say that what | cal
the quantity issue, the use of services inside the Medicare
program shoul d be ignored by us, but they should not be
subnerged into ot her kinds of nmechanisns and have it be
t hought that sonehow it solves the problem

You then also get the kind of very perverse
effects like an SGR of m nus 5.4 which cones out of nowhere,
for nost people who were expecting it, and it causes the
systemto -- people to think that the systemis wong, as
opposed to it becom ng a kind of net result of having
i nconpati bl e objectives inside there. So | would say, |

think Bob expressed it very well, and that we should then at
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sonme point think about what kind of appropriate efforts
there can be on | ooking at the quantity of services inside
t he Medi care program

MR. HACKBARTH. |'mgoing to get back to Bob's
statenent for just a second. |'ve talked to sone people in
Congress who, |ike Bob, think that the cost control
nmechani sms outlined in the overheads aren't adequate.
They' re very concerned about the budget inplications of the
policy changes that we've tal ked about in the |ast segnent
and this one, when you add them up, the dropping of the
productivity, even when you factor productivity in later in
the analysis it's unlikely to be 1.5 percent, the figure
that we've used in the past. W're tal king about
potentially a huge, a recommendati on with huge financi al
inplications for the program here.

So they're very nmuch worried about controlling
spending. This stuff won't work. So | know |I've been

asked, is there any way that the SGR can be fixed; for
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exanple, to reduce the volatility? Presumably you could
cone up with sone way to do that. | think it's very

i nportant that we stress Bob's point that the other
fundanmental flaw, or another fundanental flaw of this is
that it applies to only one sector of the program That is
a real problemover the |onger run

So if you want to really control spending, | think
you' ve got to |l ook not just at the physician piece but at a
br oader system of control.

DR. NEWHOUSE: Although | agree with Bob, I'm
concerned about comng off with a tone that controlling
spending is the preemnent goal. | think there's a |ot of
evi dence that spending could in principle be cut back at any
point in time wthout any real give-up on the benefit side.
| think, however, the evidence that the spending increase
over time has been driven by things that on bal ance we want
to buy is conpelling to me. Kind of in the speaking truth

to power of Bob's remarks, | think the general stance ought
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to be that the expectation will be that in fact this program
will continue to grow over tinme as new i nnovations cone on
streamthat on bal ance cost noney but whose benefits are
greater than their cost.

DR. REISCHAUER | agree with that. But | think
what we're really questioning is whether the Congress was
wi se when it decided that physician services should grow at
per capita GDP

DR. NEWHOUSE: We've said no. Al the way back to
PPRC we' ve sai d no.

MR HACKBARTH. (O hers?

Okay, thank you, Kevin.

Next is ESRD. Nancy?

M5. RAY: | amhere to discuss updating paynments
for dialysis services for 2003. W are going to follow the
sanme framework that you have seen several times now at this
neeting. The first conponent of the update assesses whet her

paynent rates are too high or too low. The second part of
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t he update assesses how nmuch efficient providers' costs wll
change in the next paynent year. The update recommendati on
that you will be making in January represents the sum of

t hese two conponents.

The reason that we are dwelling so nuch on our
updat e and our update framework, the reason that we care so
much about it is that we want to ensure that beneficiaries
continue to gain access to high quality care.

Now this is not the first tine the Comm ssion has
consi dered updati ng paynents for outpatient dialysis
services. ProPAC was initially assigned this task back in
the early '90s. For today's presentation | wll be
presenting evidence about adequacy of paynents. Second, |
will review changes in dialysis policies since 1999. And
lastly, we will |ook at estimated cost changes for providers
in the next paynment year.

Medicare is the primary payer of dialysis

services. About 91 percent of all patients are Medicare
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entitled. In 2000, there were roughly about 250, 000
dial ysis patients. Let nme just point out that Medicare is
t he secondary payer for beneficiaries with enployer group
heal th coverage during the first 30 nonths of dialysis
treatnent.

Now the three main services that dialysis
provi ders provide to ESRD patients are dialysis. Medicare
pays facilities a prospective paynent, the conposite rate,
for the bundle of services which include nursing care,
supplies, and certain drugs and | ab tests.

Second, providers receive paynents for providing

certain drugs that are not included in the paynent bundl e.

This includes erythropoietin, and paynent for erythropoietin

is set by statute. Providers also provide other drugs other

than erythropoietin like intravenous iron and vitamn D and
injectable antibiotics. For those drugs they get paid 95
percent of AW,.

Third, dialysis patients do receive sone
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| aboratory tests that are paid outside of the paynent
bundl e.

Now for conposite rate services, erythropoietin
and ot her separately billable drugs, roughly the proportion
of payments that providers receive for these services is
roughly 65 percent, according to ny cal cul ations, 65 percent
for outpatient dialysis services, about 27 percent for
erythropoietin, and 7 percent for other separately billable
dr ugs.

Now we have not included separately labs in this
anal ysis. That would required a detailed clainms anal ysis
and we just have not done that yet. However, fromthe SEC
filing of one of the national dialysis chains, at |east for
this one very large national chain we do know that |ab
services represent about 4 percent of dialysis revenues per
treatment. So it is smaller than the separately billable
dr ugs.

So the first question that we | ooked at is |ooking
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at paynment to cost ratios for services furni shed by
freestanding dialysis facilities. W' ve provided you data
from 1997 to 2000. There's a couple of points I'd like to
make about this graph. Paynent to cost ratio for conposite
rate services continues to decline. It went fromO0.98 in
1999 to 0.96 in 2000.

By contrast, paynents for separately billable
drugs and conposite rate services exceeded providers' costs
by about seven percentage points in 1997 and 1999. This is
t he second year now we have tried to conpare paynents and
costs for both conposite rate services and separately
bi Il abl e drugs.

Now you'll notice that this graph is mssing the
data point for 2000 for separately billable drugs. W have
encountered a little bit of a problemin getting the
separately billable drug data, other than erythropoietin,
fromCMS, but we're still trying to work on that.

Now with respect to paynents and costs for
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erythropoietin, that actually, we can derive that fromthe
cost report. W at MdPAC had noticed actually an issue
with that cost report data. CMS had to go back and give us
anot her file. They have given us additional information
this week so you will have that information for the January
neet i ng.

A coupl e of other points | want to nmake about this
graph. The costs included in this graph represent all owabl e
costs. Providers contend that certain of their costs are
not allowable, and that these costs when considered in
aggregate are substantial. So let nme just go a little bit,
let me at |east give you what | know about this issue.

Dialysis facilities are required to have a nedica
director, and the nedical director fees Medicare limts
according to reasonabl e conpensati on equivalent. This was
| ast updated by CM5 in May of 1997. So as it stands now,
Medicare limts dialysis facilities, the allowabl e cost,

they can claimup to 25 percent of a salary for a nedica
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director and that salary is set at $143,400. Providers
contend that that salary is too | ow

For exanple, this cones out to be, if you divide
it by 2,080 hours this cones out to be about $69 an hour.
They contend that that's too | ow, and that instead it should
be upwards to about $250 an hour. Now facilities can claim
additional -- they can raise the proportion of that 25
percent if they provide witten justification to CMs.

Anot her issue that providers contend is that they
are not able to get paid bad debt for coinsurance and
deducti bl es associated with separately billable drugs. Now
the use of separately billable drugs has increased steadily
t hroughout the 1990s, so it now represents, as we've al ready
tal ked about, a substantial anmount of revenues for dialysis
facilities.

Now on the other hand | also want to point out,
however, while providers cannot clai mbad debt for

separately billable drugs, they are paid 100 percent of
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their allowabl e ESRD bad debt for conposite rate services up
to their Medicare reasonable cost. By conparison, other
facility providers cannot claimup to the full 100 percent.
For exanple, it's ny understanding that hospitals can only
claimup to 70 percent.

So | think that we need to consider all of the
al | owabl e and non-al | owabl e debts when | ooking at this graph
and the inpact that they nay nake on the |ines.

MR. HACKBARTH. Nancy, before you |eave that,
curmul atively what woul d be the inpact of their argunent, in
that they say, these costs should be included. Therefore,
our margins go fromwhat to what?

M5. RAY: | don't have the margin data. Wat | do
have is that their analysis -- and again, this is their
nunbers, not my nunbers. But allowable costs per treatnent
woul d i ncrease from about -- right now all owabl e cost per
treatment is about at $8. If you included unrecogni zed

costs like TV, transportation, and so forth, that would
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raise it to about $11 per treatnment. So a $4 difference.

| f you then were to include the non-deductible
nmedi cal director fees, that would raise it from$11 to $17
So an additional $6 per treatnment. Again, that's according
to their assunption of paying $250 per hour and then being
able to -- up to 25 percent. Now that's their nunbers.
That's their anal ysis.

Anot her caveat about these data. These represent
unaudi ted data. Now you've heard this before fromus, that
these data are unaudited. But it seened |ike throughout the
'90s that the data was getting better and better. W nake
t hat caveat every year

This year, there may be a little bit of a
difference this year. Congress required CM5 to audit 100
percent of dialysis facilities' cost reports. CM started
with the 1996 cost reports. Now 1996 is not on this graph.
However, when |ooking at the new file we are investigating

the effect of the audit for the nost recent 1996 data. Cur
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prelimnary anal ysis suggests that a greater proportion of
facilities have been audited in this 1996 data file. So we
are contacting CMs to get clarification about this and we
will report to you back about this issue in January.

These findings | don't think necessarily suggest
that the cost base for dialysis services is too high. Sone
contend that Medicare overpaid for dialysis for rmuch of the
"80s and early into the '90s. Providers' costs for
conposite rate services seened to have caught up with
Medi care's paynent rate, primarily because Congress did not
update the conposite rate between 1991 and 2000.

Lastly, both O G and the GAO have reported that
paynents for separately billable drugs and drugs paid
according to 95 percent AW substantially exceed providers'
cost. Qur data suggests that the positive paynent margin
for the separately billable drugs is hel ping at |east sone
facilities to subsidize services included in the conposite

rate.
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W | ooked at a nunber of nmarket factors to | ook at
adequacy of paynent. The first one is trends in per-unit
cost. Providers' cost for conposite rate services grew at
about the sane rate as that predicted by the Conm ssion's
di al ysis mar ket basket over the 1997 to 2000 tine peri od.
Again, this is all according to cost report data all owabl e
cost. Providers' cost increased by about 2.2 percent on
average in this tine period. By conparison, the nmarket
basket increased by about 2.1 percent.

Second, at the sane tinme two inportant changes
have occurred in the dialysis product. The use of
i njectabl e drugs such as erythropoietin, iron, vitamn D
and antibiotics during dialysis has increased dramatically
t hroughout the 1990s. For exanple, total allowed charge for
erythropoietin increased from$255 mllion in 1990 to well
over $1 billion in the year 2000. MedPAC s anal ysis of 1997
to 1999 clains for other injectable drugs other than

erythropoietin submtted just by freestanding facilities
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al so shows significant growh in paynents for these services
from$281 million in 1997 to $489 mllion in 1999.

| do want to point out though that these
separately billable drugs though have contributed to
enhanci ng beneficiaries' quality of care.

The other change I'd like to point out is that the
use of in-center henodial ysis has increased throughout the
'90s at the expense of hone peritoneal dialysis. This trend
has occurred even though per-unit costs for peritoneal
dialysis is roughly 10 percent | ower than the costs for in-
center henodi al ysi s.

We | ooked at provider entry and exit. W found
t hat the nunmber of dialysis facilities in the U S. continues
to grow, keeping pace with the growh in the nunber of
di al ysis patients. The nunber of facilities grew by about 7
percent on average annually between 1993 and 2000. This
grow h occurred in rural areas. They increased slightly,

t he nunber of facilities growi ng fromabout 23 percent to 26
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percent in 2000.

One trend that's very clear is that freestanding
and for-profit facilities grew at the expense of hospital-
based and not-for-profit facilities. Freestanding
facilities increased to 82 percent from 70 percent, while
for-profit facilities increased to 78 percent from 61
percent during this tinme period. Dialysis chains continue
to consolidate. They are acquiring independent facilities,
and they are also partnering with other third party payers
and managed care organi zations, often to provide di sease
managenent for these organi zations.

Now sonme providers are contendi ng that when
dialysis facilities close, the facilities that are closing
tend to treat a greater proportion of Medicare and Medicaid
patients. This is sonething that in January we will try to
look at. We'll try to look at when facilities do close, the
characteristics of those facilities, and hopefully we wll

report back to you in January.
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In terns of changes in the volunme of services,
dialysis treatnents grew steadily in this sane tinme period
bet ween 1993 and 2000.

In terns of access to high quality care, a review
of the published literature shows no hard evi dence t hat
beneficiaries are facing problens in obtaining needed
dialysis care. Reports of facility closings tend to be spot
probl ems occurring in a few areas, and they don't appear to
be linked to Medicare's policies generally. They tend to be
linked to local issues, such as rising real estate prices in
certain areas |ike San Francisco, shortages of technicians
and nurses to staff facilities, and state certificate of
need regul ati ons.

Quality of care as neasured by the clinical
per formance indicators collected by CM5 show conti nued
i nprovenents in the quality of dialysis care as nmeasured by
t he percent of henodialysis patients receiving adequate

di al ysis and those suffering from anem a.
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We took a brief |ook at access to capital. About
80 percent of all dialysis facilities are for-profit, so we
| ooked at their stock price. For-profit stocks of dialysis
provi ders have in |arge part enjoyed positive investnent
rates by financial analysts over the |ast year.

Taken toget her, on bal ance not hi ng suggests that
total paynments to dialysis facilities are not inadequate
al t hough Medi care's paynents for conposite rate services did
not appear to be covering providers' costs in 2000.

Now changes in outpatient policies since 1999.
Congress updated the conposite rate by 1.2 percent in 2000,
and 2.4 percent in 2001. Current |aw does not include any
update for 2002 or 200S3.

The other itemon the horizon is that BlIPA
required CVM5 to submt a report to the Congress on revising
t he paynent bundl e by broadeni ng the paynment bundl e and
updating paynents for dialysis services. This report is due

to the Congress in July of 2002.
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Staff did not find any evidence that should
suggest that providers' costs are expected to change
significantly due to new nedi cal advances, one-tine factors,
or productivity inmprovenents in the next paynment year. |
think it's probably appropriate to assune that costs of new
nmedi cal advances will be offset by productivity
i nprovenents, as you were doing for several other services
ar eas.

Now CM5 has not devel oped a mar ket basket yet for
outpatient dialysis services. They're working on that right
now. ProPAC devel oped a market basket that uses information
fromprice indices for PPS hospitals, SNFs, and hone health
agencies. This market basket again predicts that providers'
costs will increase by 2.6 percent between 2002 and 200S3.

Now t he other issue | would Iike to point out that
may affect providers' costs in the next payment year is that
t he manufacturer for erythropoietin announced a price

i ncrease of 3.9 percent. This increase was announced in
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2001. | do want to point out though that this price

i ncrease does not inpact providers equally because each
provi der negotiates the price of erythropoietin with the
manuf act ur er.

So to sumarize, total paynments do not appear to
be i nadequate. Paynment to cost ratios for both conposite
rate services and separately billable drugs was on average
seven percentage points -- was 1.07 in 1999. Evidence about
ot her market conditions show no indications that paynents
are not inadequate.

W woul d like for you to begin your discussion
about whet her any adjustnent is needed to bring the current
paynent rates to the nost appropriate |evel, and whet her
adjustnment is needed to account for efficient providers'
cost increases in the next paynent year.

DR LOOP: Let ne nake one attenpt to sinplify
some of this. Erythropoietin, or EPO is used in 90 percent

of the patients, and there's a new EPO that's com ng onto
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the market that's a |ong duration EPO

M5. RAY: Yes. |It's cone to ny attention,
however, that that's going to be primary marketed -- the
information that certain providers have told me is that the
| onger acting agent is primarily going to be marketed to
pre- ESRD patients and non- ESRD patients, not ESRD patients.

DR LOOP: But it will catch up real quick, |
woul d think. Anyway, |let ne go on now.

If there is a better EPO why not fold that into
t he base rate?

MS. RAY: The Conm ssion has recommended to the
Secretary that we broaden the bundle, and HCFA is working on
that study right now | think it would certainly -- | would
think that a |longer acting EPO that only has to be given
once a week would certainly enhance quality of care,
particularly for those patients who are not conpliant about
comng in three tinmes a week, yes.

DR. LOOP: Right. If it was put into the
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conposite rate that would seemto get rid of the EPO issue
for a while. And if there is an outpatient nmarket basket,
whi ch is apparently being devel oped, | would think because
of the increase in technology in this area that it should be
updat ed every year. That would be an index that shouldn't
wait five years.

Al an probably should comment on sonme of this, and
Jack if he's been recertified.

[ Laught er. ]

DR. ROAE: | have a response to that cheap shot.
| was board certified so | ong ago I am grandfat hered and

don't have to be recertified, to give an idea of how old I

am | have a couple questions.
MR. HACKBARTH. | have Bob, then Jack, Sheil a.
DR. REI SCHAUER: | actually have a clinical

guestion for Jack and Floyd and Alan. Listening to the
presentation, Nancy, and not really know ng anything about

this and bringing ny tools as an economist to it, | hear you
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saying the conposite rate is inadequate but to sustain
profitability they make it up on drugs, on EPO and ot her
things. So the first reaction that I would have is,
clinically, is this providing an incentive for themto use
too nuch in the way of drugs. Floyd says 95 percent of the
peopl e use EPO but is there a question of how nmuch you use?
DR. RONE: This question has been adjudicated. W
understanding is that one of the largest firnms, if not the
| argest firm was sued by Medicare and there was a
settlement in the range of $500 million with respect to
guestions regarding the overuse of certain nedications |like
EPO and certain nutritional supplenents.
So that issue has been resolved, at least in a
| ooki ng backward way, and ny assunption would be that the
monitoring is such that to whatever extent there may have
been sone overtreatnment in the past -- and |I'mnot saying
there was, but there was as settlenent. To whatever extent

there may have been overtreatnment in the past, ny
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expectation is that it is carefully nonitored.

We have, in our conpany, many dialysis patients as
well and we're mindful of these incentives and carefully
nmonitor the utilization of these various adjunctive
treatments. So | think that that issue is well recognized,
Bob.

DR. REI SCHAUER. What you said woul dn't nmake ne
sl eep easy. What it would say is, this egregi ous overuse is
no | onger avail able, but around the edge the incentive still
is there. But then if we go to the bundling issue the
incentive turns out to be just the opposite, which would be
to stint on these. And where you want to draw the |line and
how nmuch regul ation you want to do | think is a difficult
ki nd of issue.

But at a m ni mum we should want the conposite rate
to reflect the costs, and what this suggests is that, and
Nancy said as rmuch, that 95 percent of the AWP is overpaying

for these drugs and we're underpaying for the conposite
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rate. Rebalancing that at |least will reduce sone of the
incentives. But | have --

DR RONE: That's right. But let nme respond al so
to this once nmore if | may. | think that to whatever extent
Floyd's prediction turns out to be true, that there are
conpetitive agents com ng on the market with respect to EPQ
that's going to reduce expenditures. | know you don't think
there are but --

M5. RAY: It's the sane manufacturer.

DR. RONE: But there is another manufacturer in
Europe that has released, | think this week, an agent that |
think will be licensed worldwi de by G axco that is a
conpetitor. So | believe it is possible that there will be
addi tional agents. |If that happens there wll be
conpression of the margins with respect to EPO, which is
what they're living on now, and we'll be left with the
i nadequate base rate. So it really that much nore

enphasi zes the value of the strategy that you're --
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DR. REI SCHAUER: But | nean, not necessarily. If
we're paying -- EPO we have a flat anount, but these other
drugs you're paying 95 percent of the AWP. So fromthe
st andpoi nt of both the manufacturer and the dialysis firm
havi ng t he hi ghest AWP possible is the way to maxi m ze
ever ybody' s happi ness.

| have a suppl enentary question before you say |I'm
all wong on that, Nancy.

M5. RAY: | just want to point out two things.

Medi care's paynent policy for erythropoietin does provide
l[imts, does Iimt -- actually it's done by the patient's
hematocrit. Providers cannot provide erythropoietin if the
patient's hematocrit goes over a certain level. So Medicare
does have at |east sone sort of limt that way.

What we did point out, not in your mailing papers
but |ast year's report, we did point out that this
separately billable drugs are not as efficiently provided as

they m ght be. For exanple, erythropoietin can be provided
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either 1V or subcutaneously. Subcutaneously, on average, is
a | ower dose, yet you find nost patients receive the drug
V. Some of the other separately billable drugs there are
oral formulations. Again, because Medicare doesn't pay for
those oral formulations they're given to the in-center
patients intravenously.

So | do agree with you that broadening the bundl e
coul d hel p address these issues.

DR. REI SCHAUER: Let nme go to the second, where |
am board certified to talk. You talk about the nunber of
facilities. |'mwondering how useful that is. Don't we
really care about capacity? |It's sort of |ike counting the
nunber of food stores when sone are na-and-pa stores and
sone are Gants. | don't know how this industry operates,
but I'd be nore concerned about the growh and the shrinkage
of capacity than the actual nunber of facilities.

You nentioned that you were going to do sone

anal ysis of the conposition of the beneficiaries in



10

11

12

13

14

15

16

17

18

405

facilities that have closed to see if they were skewed in
one way or another. But | thought | read sonmewhere that

i ke over 90 percent were Medicare eligible anyway, so how
skewed can you get?

M5. RAY: The data that providers have shown ne --
and again, this was limted to just two dialysis chains.
There was a relative small nunber of closures did show a
slightly higher percentage of patients, anong the facilities
that closed, a slightly higher percentage of patients were
Medi care or Medi cai d.

Now | think the one issue is, again, they did
their analysis by treatnments because they have their data
broken down by treatnments. | think that's inportant because
it goes back to the MSP issue, whether or not Medicare is
the primary payer or the secondary payer. Now | don't have
that type of data. All | have is whether -- | don't have
the MSP information. So the MSP issue and the fact that MSP

is for the first 30 nonths for patients who have enpl oyer
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group health coverage could affect these data.

M5. BURKE: The question that | had is, in the
context of determining a conposite rate that is in fact
adequate, in addition to EPO in addition to the other drugs
which are largely the iron and vitam n D and antibiotics as
| recall, is there anything else mssing fromthe conposite
rate that we believe needs to be taken into consideration if
we in fact are going to adjust that base? That's ny first

guestion. Oher than drugs, is there a key conmponent
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m ssing fromthe conposite rate outside?

M5. RAY: Laboratory tests. But again, we don't
have the data; | don't have the data for that yet.

M5. BURKE: So if we were to suggest as policy
that we believe nore things ought to be bundled, to renove
the incentive which varies. |In sone cases, as you suggest
with the case of EPOthere's a fairly clear clinica
direction that has to be taken. |In the other cases it's a

little nore fluid. Do we in fact have sufficient data to
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base a rate on an appropriate mx? If we're going to
suggest noving towards a broader conposite rate, do we
believe in fact that we have sufficient information to know
what that rate ought to be based on in terns of the averages
of cost of this mx of services?

M5. RAY: CMs right now is studying that issue and
| think we would probably be better off waiting for CM5 to
| ook at CM5's study on how they are envisioning to broaden
t he paynent bundl e.

M5. BURKE: And the timng of that is what?

M5. RAY: It's due to the Congress July of 2002.

M5. BURKE: The CMS study is due?

M5. RAY: The CMS study, right. Congress required
CM5 to study --

M5. BURKE: To report, right.

M5. RAY: Not to inplenent, just to study and give
them a report about it.

MS. BURKE: So as we look forward to what it is
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that we m ght suggest, what will we be in position to
comment on in January, given that? That we think that we
ought to nove to a broader conposite rate but we're not sure
what it ought to include? |I'mtrying to understand the
framework in which we are nmaki ng a deci sion, know ng ful

well we in fact don't know yet what that rate ought to be
based on because we don't have the data.

M5. RAY: Right. Now |ast year the Comm ssion did
recommend broadeni ng the conposite rate bundle. For this
year we are asking, for January we are asking you to make an
updat e recommendati on for conposite rate services only.

M5. BURKE: Absent any of these further |onger
termadjustnents. Just sinply the market basket based
i ssues, not whether it's a broader bundl e.

M5. RAY: Right.

DR. ROAE: A couple conments. One clinical point.
Nancy, first of all, | appreciate, |I'msure we all

appreci ate your sustained hard work in this area and your
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i ncreasi ng body of know edge about it. Just on the issue of
the EPO adm nistration. It is true that if you give it
subcut aneously you get a | ower dose. Except there are two
problenms with that. One is it hurts. Wile the patient is
on the dialysis nachine you can give it intravenously and
there's no disconfort.

The second is, of course, when the patient is
bei ng dialyzed they're anticoagulated. So if you give them
a subcu injection you run the risk of them having a
henmorrhage or a henmatoma. So you woul d have to give a subcu
injection at another time when they're not anticoagul at ed,
whi ch woul d nean they'd have to come in fromhone to get the
subcu injection of the EPO

MS. BURKE: Actually, Jack, didn't we do self-
adm nistration at sone point in the '80s?

MS. RAY: Medicare does pay for EPO whether it's
adm ni stered in-center, at home, whether it is self-

adm ni st er ed.
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DR. ROAE: So anyway, there are clinical issues
her e.

Secondly, | think that when we were talking about
hospi tal s, adequacy of hospital paynment rates yesterday we
used their share price, their corporate valuations, the
creditworthi ness, et cetera, of the for-profit hospitals as
a measure of their adequacy of paynent. So | would think
just to be consistent we mght -- you nentioned that when
you tal ked about access to capital. But in ternms of the
anal ysis of the adequacy of paynment you m ght consider that
sanme analysis to just make it parallel with yesterday's.

Thirdly, there has been a relatively low inflation
in the cost, and in fact one year | saw it was 1.8 percent
increase in the input costs. |'massumng that the
relatively lowinflation rate in these costs is related to
i ncreasi ng reuse of dialyzers, but that's not nmentioned. It
woul d be interesting to know whether that in fact is the

case.
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MS. RAY: W presented sonme nunbers on reuse in
| ast year's report, and I will go ahead and update them and
present themto you for January. But the trend has been for
increasing reuse. | do want to say though that at | east
frominformation providers give ne, that there may actually
be a change in that trend toward single-use dialyzers in the
future.

DR RONE: | think that's true, but | don't think
t hat' s happened yet.

Next to last, you showed data with respect to
anem a, urea reduction rates and hyperal bumanem a. They're
all going in the right direction and it |ooks |ike quality
is increasing quite dramatically, up until '98 at |east
which is the last data you show W had been concerned a
coupl e of years ago that what we were seeing conpared to
Europe was higher nortality rates and that we were seeing a
frequent, shorter dialyses in the United States. There was

this issue of you get paid per dialysis but you' re getting a
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shorter dialysis experience, so the total nunber of hours of
dialysis is less, et cetera.

So | wondered whether there had been any change in
the duration of dialysis and in the nortality rates, and how
we' re doing conpared to Europe, if you know.

M5. RAY: First of all, conparing nortality to
Europe has to be done, | think, very carefully just because
of the differences in case nx and who gets treated and so
forth. So | guess I'd |like to -- there have been studies
doing that. There is actually a |large study now bei ng done
on that. To be honest with you, I amnot current with the
findings of that study, but I will be and present you that
data in January.

Wth respect to the Iength of dialysis, recent
trends do not suggest that session length is decreasing.

But again, | will go and get those data, the npbst current
data and give those to you in January.

DR RONE: So it's frequency, session length
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total nunber of hours of dialysis over tine. W want to
make sure we're not churning the system here with paying per
session for frequent, shorter sessions.

The last point is that | note the migration of

dialysis units away from hospitals and not-for-profit status

into freestanding and for-profit status. | think that
that's not necessarily a bad thing in any way at all. What
this is all about is delivering high quality care. | think

that it relates to sone of the discussion we had yesterday
about hospitals not having, not-for-profit hospitals at
| east not having access to capital. This is a relatively
capital -intensive type of unit to establish on the one hand.
Secondly, | think it relates to the econom es of
scale that the |arge corporations have, and their purchasing
power and what have you, with respect to EPO and dial yzers,
et cetera. So | think that probably does explain this.
There's also a fair anopunt of regulation that you

m ght ook into, which is | think highly variable. There
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are still states that have basically certificate of need
type of prograns to apply dialysis stations, and there are
other states that do not. That m ght be an interesting
thing for you to look at with respect to entry, et cetera.

Thank you, Nancy.

MR. HACKBARTH. W're down to our |ast couple
m nutes here. Did you have a comment, Floyd, directly on
t hi s?

DR. LOOP: Nancy, | wanted to also if you can
i nclude three things because they do have sone |onger term
inplications. One is a progress and quality assessnent,
because | think that's getting better as it goes on.

The second is some information about frequency of
treatment, which Jack nentioned, because there is a -- the
nunber of dialysis episodes per patient, | believe, is
begi nning to increase. They're going towards multiple
sessions a week rather than just once a week.

The third is, as nore popul ati ons are being
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di al yzed, if you could find out what the inpact is on

di al ysis of nursing hone patients, because | think that's
increasing. | think it was Bob that nentioned sonething
about capacity versus demand. As you know, if there's a

ni che, sonebody is going to fill it. So that's part of the
culture of Anerican health care. |It's not anything agai nst
the for-profit dialyzers.

M5. BURKE: You nentioned or you referenced the
increase again in reuse, that we're going back to the old
days of reuse; at least | renenber them as the bad ol d days.
| don't know whether or not that is sonmething on which we
ought to comment at sone point, whether that is sonething
t hat people feel better about, whether in fact that is
contributing to reductions in cost, technol ogi es increase.
But at least historically that was sonething that we viewed
with a fair anount of suspicion and had a series of real
i ssues, at least in the '80s.

MS. RAY: | will take on the reuse issue for
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January.

DR. NELSON: Nancy, are the oral alternatives that
you nentioned to parenteral nedications a covered benefit?

M5. RAY: No.

DR. NELSON: So one of the reasons for the
recipients getting those at the tinme of dialysis would be
that they'd have difficulty affording those as an
alternative, outpatient? | guess the point that | want to
make is that if indeed we want to encourage alternatives to
parenteral use, we ought to comment in sone fashion about
the conposite rate including sonme coverage for that, for
t hose oral alternatives.

M5. RAY: | agree with you with that, yes. Again,
t hat goes back to our recommendation that we nmade | ast year
about broadeni ng the paynent bundl e.

DR. NEWHOUSE: G ven that we only have to
recommend what we're going to do on the conposite rate what

"' mabout to say nay be noot. But to the degree we get into
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a discussion of EPO and EPO margins in this report |I'd want
to make sure that we try to maintain consistency with the
chapter we're about to tal k about next, which is going to
tal k about shifting things away from AWP toward transaction
prices or fee schedul es or what have you, but in any way off
AWP. | think we want to try to treat EPOsimlarly as we're
going to treat outpatient technol ogy.

MR. HACKBARTH. Thanks, Nancy. W' |l see you in
January. You'll cone with a big notebook.

The next itemon the agenda is paying for
technol ogies in the outpatient hospital PPS.

DR. WORZALA: Good norning. Today, Dan and | wll
be di scussi ng how Medicare currently pays for technology in
the outpatient PPS, alternatives for changing the paynent
mechani sm and possi ble draft recomendati ons for inclusion
in the March 2002 report.

Congress was concerned that the 1996 data used to

set paynment rates in the outpatient PPS did not include the
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cost of newer technol ogies. Therefore, the BBRA nandated
t hat suppl enental paynents be nmade when certain drugs,
bi ol ogi cal s, and nedi cal devices are used. That al so
i ncl udes radi opharnaceuticals. That additional paynent,
call ed a pass-through paynent is nmeant to cover the
incremental cost of the item

Thus, for exanple, when a pacenaker is inplanted
t he hospital receives the standard paynment set for that
service plus an additional anmount cal culated fromthe
hospital's reported cost for the pacemaker if those costs
are higher than the device costs already included in the
standard paynent. Hospitals receive pass-through paynents
for each eligible itemfor two to three years. After that
the cost of these itens are incorporated into the relative
wei ght s.

The provision is neant to be budget neutral with

spendi ng on pass-throughs limted to 2.5 percent of total

paynents. However, through adm nistrative action and at the
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request of Congress, budget neutrality was not maintained in
2000 or 2001. W're a little bit uncertain at the nonent
about what wi Il happen in 2002. The Adm nistration has said
that they will go ahead and inplenment the 2002 rates on
January 1. However, the commttees of jurisdiction did, in
the |l ast couple of days, send a letter to CVS requesting
that they delay inplenentation until April 1. So we'll see
how CMS responds to that letter.

| f CMS does delay and pay on 2001 rates for the
first three nonths of 2002, then the key difference is that
t he budget neutrality for the pass-through itenms woul d not
be maintained for those three nonths. And in a final rule
issued in early Decenber, CM5 announced that the pro rata
reduction required to nmaintain budget neutrality woul d be
68.9 percent. So it's a fairly significant difference in
t he paynments for pass-through itenms dependi ng on how CVS
responds to the letter.

MR. HACKBARTH. Chantal, would there be any
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reprocessing of the clains? |In other words, the ones that
are paid in the first quarter under the 2001 rates, would
that just be the anmount that they're paid forever, or would
there be an effort to go back and correct?

DR. WORZALA: They woul d go ahead and pay the 2001
rates and that would be it. That is one of the principal
reasons for requesting the delay is that then there would be
no need to either hold clains or reprocess cl aimns.

Despite all this talk we do think that the size of
the pro rata reduction in 2002 is a short termissue that
shoul d be resol ved by the end of 2002 when eligibility for
pass-through paynents will end for many itens.
Consequently, we would like to focus your attention today on
the system c problens wth the pass-through paynents that we
have identified previously, and alternative solutions to
t hose probl ens.

In previous reports and conments on the August

2001 proposed rul e MedPAC has identified a nunber of
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system c problenms with the pass-through paynent nmechani sm
First, the paynent mechani sm provi des incentives to raise
prices and charges. This is because the pass-through
paynent anounts are determ ned based on average whol esal e
price for drugs and biol ogicals. However, we know that AW,
general |y exceeds acquisition cost and can be mani pul at ed by
manuf acturers.

For nedi cal devices, the pass-through paynent
anounts are determ ned based on hospital's charges reduced
to cost using a predeterm ned cost to charge ratio that
applies to outpatient services as a whole. Therefore, pass-
t hrough payments for devices can easily be increased by
i ncreasing charges for those services.

Second, providing a separate paynent for certain
t echnol ogy gives hospitals an incentive to use pass-through
itens rather than conparable itens that are bundled into the
APC paynment. This is due both to the potential for paynents

above cost resulting fromthe actual paynent nechanism and
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al so because nmarginal paynents will increase when those
items are used. This is one of the reasons we noved to
bundl ed paynent systens because item specific paynents | eads
to increased use.

Third, the incorporation of excessive pass-through
costs into the relative APCs at the end of the pass-through
eligibility for a specific itemmy result in distortion of
the relative weights. The pass-through cost data are used
to nodify the relative weights, and because recalibration of
the relative weights is done in a budget neutral manner,
services that use pass-through itens will have the relative
wei ghts increase while the relative weights of services that
do not use pass-through itens decrease.

This woul d be appropriate if the cost data
coll ected through the pass-through paynents were accurate.
However, the incentive for overstated pass-through costs nmay
well result in a distortion of the relative weights in favor

of services that use new technol ogies. This also has a
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distributive effect anong facilities to the extent that sone
hospitals are nore likely than others to provide services
that use the pass-through itens.

We did see the effect of this in the fold-in that
was in the final rule for 2002. The inpact table does that
the result of that fold-in would be a significant decrease
in paynments to rural hospitals and a significant increase in
paynents to urban hospitals, and especially |arge urban
hospi tal s.

Just one nore fact on that point, which is that
small rural hospitals are still held harm ess froml osses on
out pati ent paynents through 2003, so that that inpact which
shows the inpact of the fold-in, is not the final paynent
inpact. It's just the inpact of that fold-in, and it wll
be at least partially offset by the hold harnl ess.

MR. MJULLER: Chantal, if | could have a factual --
t he di scussion we had this nmonth | thought went in a

different direction so now |I'mconfused, because | thought
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that these were in fact pass-throughs so they were passed
through to the supplier, and neither rural nor any other
hospital in that sense received it. So you're telling ne
different this time? Wat did | msunderstand?

DR. WORZALA: This is the inpact on relative
wei ghts of folding in costs from pass-through itenms into the
base rate. So the inpact that we're seeing on rural
hospitals is the decrease in relative weights for APCs that
do not have pass-through items. That's because rural
hospitals are less likely to provide services for which
there are pass-through paynents.

MR. MULLER: That's a second order fact, that when
t hey get reweighted hospitals that have a | ess-than-average
utilization of these devices, their APCs get rewei ghted
down. But ny understanding was fromlast nonth's discussion
that these are in fact pass-through paynents. So when you
use the word, there are incentives for doctors and hospitals

to use it, wehther they're large or urban or specialists.
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don't see where there are incentives for that. Wat am]
m ssing? Wiy are there incentives if it's a pass-through?

DR. WORZALA: Wiy are there incentives if it's a
pass-through; that's really your question. There can be a
di fference, for exanple, on the device side between what a
hospital charges versus what they pay for the item So
there is a potential there for some of the noney to stay in
the hospital. Simlarly, for the drugs, the hospital is
paid 95 percent of AW and then the hospital turns around
and presumably negotiates their prices for these drugs with
the suppliers. So there is a potential for a difference
bet ween what the hospital is paid and what the hospital then
pays manufacturers.

MR. MULLER  You have nore m croeconom sts in your
mnd than |'ve ever seen in any hospitals.

MR. DEBUSK: Let's talk about affecting the smal
rural hospital. But what about that hospital that is not in

that category, it's a small urban and small urban hospitals
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use very few pass-through codes that require C coded
products. Wiat does it do to those hospital s?

DR. WORZALA: | woul d have to doubl e-check the
i npact table for the exact nunber but they are significantly
negativel y affected.

In addition to the paynent problens that were
not ed above, the pass-through creates two additi onal
concerns. First, the special paynents for certain itens
i ntroduces an adm ni strative burden for hospitals and CM5,
both of which are already taxed with inplenenting a new
paynent system Hospitals nust code the pass-through item
separately, and for devices determ ne which category to
assign a particular item CM5 nmust process these additional
codes and determ ne paynents at the hospital |evel for
medi cal devi ces.

In 2002, there are over 300 pass-through codes
covering nore than 1,000 pass-through itens. |n contrast,

there are about 400 codes for actual outpatient services.
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Second, the use of pass-through paynents in the
out patient PPS creates an additional difference in paynents
for both services and new technol ogi es across sites of care.
This is an issue that MedPAC and CMS have struggled with
over the years, and | think one of the reasons for
establishing an outpatient PPS was to create a standard t hat
could be used across sites of care, at |east between
out patient PPS and anmbul atory surgical centers. So there is
an issue here of putting an additional difference into
pl ace.

That conpletes ny sumary of the problens with the
pass-through mechanism Dan will now di scussi on sone
options for changing the system

DR. ZABINSKI: The flaws in the current system
that Chantal just discussed suggest that an alternative
system for paying technology in outpatient departnents may
be appropriate. W have identified three possibilities.

One option is for CM5 to continue the pass-through but make
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sonme nodi fications. One of these nodifications would be to
base the pass-through paynent on national rates that better
reflect acquisition costs than the current cost-based
paynents.

Al so, CMB shoul d nake pass-through paynents
accurately reflect the incremental costs of the pass-through
itens over the itens they replace. Increnmental costs are
determ ned as the reported costs of the pass-through itens
m nus the cost of the itens being replaced in the applicable
APC groups. But the cost of the itens in the APCs may be
under-represented, so the anount of the increnental cost
cal cul ated may be too high than the actual cost.

Finally, the pass-through system shoul d excl ude
items whose costs are reflected in the data used to
determ ne the base rates. Pass-through paynents for these
itens are not necessary because the base rates already take
their costs into account.

A second option we've considered is to renpve al
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drugs, biologicals, and devices, both pass-through and non-

pass-through, fromthe outpatient PPS and pay for them under
a fee schedule. This is simlar to the idea |I just

nmenti oned of setting national rates for pass-through

technol ogy, but in this case we would set paynent rates for

all technol ogi es, not just the pass-through.

The potential advantage of unbundling al
technology like that is a |level playing field betwen pass-
t hrough and non- pass-through technology. |If you only
unbundl e pass-through technol ogy, that could give hospitals
incentive to either use or avoid pass-through technology in
relation to other technol ogy because there would be a very
di fferent system between paying the two groups.

The final option is to phase out the pass-through
paynents and rei nburse technol ogy only through the base
paynent rates in the outpatient PPS. This option would work
nost effectively if CMS incorporated the new technology in

the base rates quickly. This would require a tinmely system
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for introducing new codes for technol ogy, collecting the
data on their cost, and then incorporating those costs into
t he base rates.

Now all three of these options have the advant age
that they would renove the incentives for hospitals and
providers to increase prices for pass-through technol ogy.
Consequently, if we set rates appropriately in options one
and two then all three of options would mnimze distortions
of relative weights in favor of services and providers that
use pass-through technol ogy.

But despite these nutual advantages of the three
options there are al so sone inportance differences. On this
slide here we have a table where in the first colum we |ist
the three options and the | ast two colums we indicate that
the nodified pass-through option and the fee schedul e option
woul d be much nore burdensonme on CMS and hospitals than the
phase- out .

Al so, setting appropriate rates for the first two
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options may be difficult for CM5. | base that assertion on
a study by the General Accounting Ofice that indicates that
CVMB has not been successful in setting appropriate rates on
the DMVE fee schedule for two reasons.

First, the classification codes that they use, the
HCPC codes often enconpass a broad range of products that
have a wide price range. Second, the data that they
avai l able to set rates nay not accurately reflect the market
prices of the products. And the agency nay face sinlar
problens in setting rates for devices used in outpatient
departments because many of themw || be paid under the DME
fee schedule if they were not being paid under the
out pati ent PPS.

Now t he downside for a phase-out is in the second
colum of the last row. In particular, under a phase-out we
may not pay adequately for high cost new technol ogy, giving
hospitals a financial incentive to avoid using them This

may be a weak incentive though because underpaynents woul d
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first of all have a |imted duration, lasting only until CMS
has data to include the cost of the new technology in the
base rates. Al so the scope of the inadequate paynents is
expected to narrow because the number of pass-through itens
is expected to decrease substantially in 2003 and

t hereafter.

Finally, | think it's possible that this financial
incentive would not significantly affect physician's use of
new t echnologies in OPDs. The way | see it is that
hospitals woul d have to influence which technol ogi es
physi ci ans used and in what setting, and |I'm not sure that
they coul d be successful in taht regard on a | arge scale.

Now at this point I'Il turn it over to the
comm ssioners. | guess the idea is that we'd like to make a
deci sion on which of these options is the nost appropriate
course of action. Then based on that decision we'll present
t he draft recommendati on.

DR. WAKEFI ELD: Chantal, | want to go back to sone
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of the background that your provided. You had nentioned the
hold harmess that's in place for small rural hospitals
related to outpatient paynent. | think part of the reason
why that hold harm ess was put into statute was because
there was a sense that there needed to be sonme period of
time to collect accurate and adequate data to refl ect what
was going on in rural hospitals in ternms of getting sone --
just building as much accuracy into that paynent system as
possi bl e.

So | guess what |I'masking is a question. A
concern |'ve got is that with the pass-through, the data
that are being collected are maybe putting us in a position
where we're not going to have a nunber of years of very good
data that serve as a platformto informthe accuracy once
we' ve switched over, the first of January 2004, to shifting
those small rural hospitals to APCs and lifting that hold
harm ess. So what we're seeing potentially is a continued

depression of what rural hospitals are getting paid for
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outpatient, and we're trying to collect accurate data, then
all of the sudden in 2004 we've lifted that hold harnl ess.

How accurate are the data in ternms of reflecting
ot her extraneous things |ike pass-through paynents versus
what's really going on in small rural hospitals outpatient
services? Can you coment on that? |It's tangentially
related, but that informs my thinking about where ultimtely
we go here.

DR. WORZALA: Yes. | would characterize the hold
harm ess paynents nore as a transitional mechanismto
protect hospitals that were perceived to be vul nerable.
| npact anal yses of the paynent system did show that smal
rural hospitals in particular, and cancer hospitals in
particular would be fairly negatively affected by the new
paynment system So those provisions were put in place to
give them in the case of small rural hospitals, a
transitional additional paynment as they learn to cope, and

also | guess to provide tinme to see how they're faring under
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the new PPS and see if they should continue to receive
different paynent; if they should have sone sort of speci al
paynment provi sion.

So | don't know that it relates so nuch to this,
but you are correct that the services that they provide,

t hose paynents for those services are negatively inpacted,
at least in a large scale, fromthe recalibration of
relative weights.

In terns of data availability, we do haev a
significant problemin taht CVS has not been able to provide
clainms data from operation under the outpatient PPS to date.
This was due to a programring error that resulted in clains
data that are not usable at this point in tinme. They plan
to have a fix to that problemand data may be avail able in
the spring. | do think that it's a significant problemthat
over a year after the paynent system was inplenented we
don't have any dat a.

So I don't know that this pass-through nmechani sm
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really affects data availability. It's nore the other issue
that really affects data availability.

DR. WAKEFI ELD: If | could just follow up, that's
hel pful to know because | really thought that part of --

"1l go back and check this, too. | really thought that
part of why that hold harm ess was inpl enented was because
the data that were avail able, that hospitals had been
collecting, rural hospitals had been collecting and
reporting were really inaccurate. There wasn't an incentive
for themto provide accurate. So this provided a w ndow
knowi ng that, you're going to be transitioned over. You'd
better be collecting accurate data so we've got a base to
work fromthat's as precise as it can be.

Then my concern, if that was the case, that
overlaid on top of that is what's happening as a result of
what we're tal king about today. So is it going to get them
to the point where in fact their data are accurately

reflecting what's going on in outpatient? But we can have
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t hat di scussion offline and explore it further. But if that
is the clear, and it clearly has inplications | think
beyond, perhaps beyond what you just descri bed.

DR. WORZALA: Yes. Very quickly, in order to be
pai d under the outpatient PPS they do have to be coding
clainms accurately. So that does give themthe incentive to
code nore accurately than in the past. So when and if the
cl aims data becone available it should be nore uniformy
coded across hospital types.

MR. MJULLER: The origi nal purpose of this policy,
| take it, is to nake sure the beneficiary gets the right
services in the eyes of the Commssion. 1In some ways | see
this somewhat conparable to outlier policies where one wants
to take into account, when there are extraordinary costs,
that there not be a willingness to avoid the appropriate
treatment just because the cost of several standard
devi ati ons outside normal costs.

So when we use words |ike level playing field and
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so forth, I think we should keep rem ndi ng oursel ves the
paynment policy is not the end of the program The paynent
policy is the servant of the programmatic goals. Therefore,
we woul d want, as we | ook at our considerations here, to

nei ther have clinicians and institutions m susing,
overutilizing services because there's sone kind of paynent
incentive. On the other hand, we don't want to just save by
havi ng just standard pricing. That appropriate itens may be
much nore costly not be used.

So as | think about our alternatives here, if
we're very nmuch concerned about the kind of pricing -- one
of the discussions we had |last nonth is maybe go nore for a
fee schedul e on some of these. But | would be hesitant to
get into a systemwhere we just totally nove away from any
kind of outlier paynments and therefore avoid the use of the
appropri ate technol ogy.

There's obviously a desire on the part of

physi cian and patient to use this technology that's
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beneficial to the beneficiary. So if we |look at only
avoi di ng sone of the possible consequences of either AW
pricing and so forth, we don't want to go so far, therefore,
to take away the incentive to use the right technol ogy.

But | sonetinmes get a sense of -- and still being
relatively new here -- the | anguage we use here is very much
a | anguage where we focus so much on the incentives of
paynent and al nost use that as a way of overriding
appropriate clinical judgnent. So |I'm concerned that we use
t he | anguage of clinical judgnment as well the |anguage of
paynent philosophy. It just kind of radiates a staff work
we have that has kind of the payment policy as the end of
t he program

MR. HACKBARTH. Can | ask a question related to
this? 1In the case of outpatient services, Congress elected
to do a pass-through for new technol ogy to nake sure that
peopl e weren't deprived of it. W don't use that approach

on the inpatient side. Wat was the rationale for saying
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that we should deal wth outpatient differently, and how
valid is that, that rational e?

MR. MIULLER: That's why | used the outlier
exanpl e, and Mary and others can comment on that. 1In sone
sense, the outlier provisions allow for sonme of that in the
inpatient side. It's not specifically addressed to that,
but the outlier is meant to cover other things in addition
to new technology. But it allows for a variety of factors
to allow for special costs and cases.

MR. DEBUSK: May | take a shot?

DR. WORZALA: Excuse ne, just one factual item
There is an outlier policy in addition in the outpatient
PPS.

MR. DEBUSK: In the DRG | think for new
technol ogy often tinmes for the DRG they issue a new DRG to
i ncrease the paynent for new technol ogy, or inproved
t echnol ogy.

MR. HACKBARTH: Doesn't the sane nechani sm exi st
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for the outpatient PPS?

DR. WORZALA: Yes. On the inpatient side, sone
m ght say as a followon to the pass-through on the
out patient side, BIPA did introduce a simlar mechani smon
the inpatient side. It is different and one m ght say there
was sone |earning that was done in that the inpatient pass-
t hrough | egislation states that paynents should be based on
an average national price for the technology, and CM5 is
given the authority to set those prices. The mechani sm has
been described in regulation. 1t will becone effective
fiscal year 2003. It was neant to be this fiscal year but
CVB concl uded that they were not sufficiently prepared to
inmplenent it and decided to delay for a year.

DR. ROSS: But to answer your question, denn, the
key difference between the two systens is the size of the
paynment bundl e.

MR. HACKBARTH. So the new technol ogy on the

outpatient side is proportionately much larger relative to
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t he base paynent, if you wll.

DR. BRAUN. The beneficiary's coinsurance is paid
on the APC groups and | had a question as to whether they
al so pay coi nsurance on the pass-through codes.

DR. WORZALA:  No.

DR. BRAUN. So knowi ng that, maybe we need to al so
have a colum here on the burden on beneficiaries because
that will vary dependi ng on what decision we nake.

MR. DEBUSK: Goi ng back and | ooking fromthe APC
code, | guess August of last year, and we cone out with
t hese C codes which were the paynent codes for the devices,
when they first got into that | think what happened -- and
correct me if I"'mwong here -- but as they got into the C
codes and trying to bal ance what was proper paynent on an
outpatient basis | think they went back and pulled out sone
of the devices that were already in the bundle and starting
payi ng for them separate as well.

But here's ny fear in going forward. Supposing we
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take 2003, the cutoff date, and we say, all this is rolling
back the device cost. W're going to assess this, |ook at
this, roll it all back into the APC code paynent conparabl e
to the DRG type structure and then you're going to go
forward. Fromthat, as you go forward wi th new products,
new t echnol ogi es, substantially inproved technol ogi es, where
a hospital really gets hurt at is sone of these devices --
and let ne give you an exanpl e.

Li ke there's a new stent out on the marketpl ace
now that's got a zero restenosis. It's a treated stent.

The price goes fromsonething |ike $1,100 to $1, 900 and use
approximately two of them per procedure. It don't take |ong
to do the math to see what that's going to cost.

If a hospital is in a situation where a
cardi ol ogist -- what's going to happen. You bet your life
he's going to use those products on his patient. W'd
certainly want it used on us. But there's a gap of tine in

there before CMS recogni zes that. Therein |ies an area
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where, if we're not careful, we dig our hospital a new hol e
right there. And it's an expensive one.

So if we could put together a mechani smwhere this
new t echnol ogy coul d be recognized in a short period of
time, or there could be sone retroactive paynents for this,
but retroactive paynments is something that's not been done
in the past. So therein lies a major issue, can we put
somet hi ng toget her to address that need.

DR. NEWHOUSE: | think this chapter, and to sone
degree our discussion here, raises a nuch nore general issue
for Medicare. The issue is a device or drug, if it's a
covered service, that has a high Medicare share -- that is,
fromthe manufacturer's point of view nost of the market is
Medi care -- and that has a non-trivial anpbunt of spending
associated with it. An exanple of that would have been EPO
when it first came out. It was nostly for dialysis
patients, and as we just heard $250 million in spending

initially.



10

11

12

13

14

15

16

17

18

445

Now the problemis, if we have a pass-through or
if we have the DRG type systemfor that matter, whatever
price the manufacturer nanes is reinbursed under the pass-
through and ultimately rolls into the wei ght under the DRG
system and gets reinbursed. So the manufacturer's incentive
is to price very high

Where | cone out here is that there's little
alternative for HCFA in this kind of case other than a fee
schedule. A fee schedul e also does potentially help with
the lag issue, if you can get the code out fast enough and
t he rei mbursenent there fast enough because it starts to
rei nburse right away. It doesn't have the roll-in kind of
probl emthat we have with the DRG But that's | think a
si de issue.

| think the larger issue, and it goes beyond the
pass-through systemin the outpatient system is how
Medi care should deal with products that, as | say have a

high -- where Medicare is nost of the market and they're



10

11

12

13

14

15

16

17

18

446

used fairly widely so that there's a fair amount of spending
on them

MR SMTH | want to re-urge sonething that Bob
nmenti oned yesterday. | found nyself wishing in this chapter
for sone sense of magnitude. Wat were we tal ki ng about
both in dollar terns and as a share of outpatient spending.
Murray, just nore generally that kind of information | think
woul d hel p.

| want to follow up on sonething Ral ph raised, in
a slightly different way. Dan, the financial incentive
under the phase-out option suggests that the result would be
t he avoi dance of high-priced new technology. | think we can
infer that a corollary to that would be sl ower diffusion of
new t echnol ogy, particularly in a market |ike the one Joe
just described where we had a Medi care-intensive or
Medi car e- heavy narket, the financial incentive was to avoid
the use. | think the logical inplication would be that

di ffusion would be slower than it otherwi se would; that is
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the kind of clinical inplications that Ral ph raised.

As | read the chapter and went back and read the
material for the last neeting, which unfortunately |I wasn't
at, | didn't find material that hel ped me grapple with that
guestion. Wat's the right price that we ought to pay in
order to encourage diffusion? O what's the price that we
end up paying in patient care for artificially slower -- for
sl owi ng down diffusion whether artificially or not? 1| find
it hard to think through these options w thout sone ability
to grapple with those questions, and the rel ated ones t hat
Ral ph rai sed a whil e ago.

DR, ZABI NSKI: Just one thought on diffusion.
Maybe some of the physicians on the Comm ssion can help ne
out. It's not clear to ne that any sort of additional
paynment is necessary at all to get diffusion. [It's the
physi ci an who nmakes the decision, at |least as far as | can
tell, on what technology to use. Wether an additional

paynment such as a pass-through is necessary to get the
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physician to use it, or perhaps to avoid using it, |I'mnot
sure if that really nmakes nuch of a difference.

MR SMTH  But, Dan, if that's true, and I'd |ike
to hear fromthe clinicians, but then the assertion that
phasi ng out the pass-through woul d avoid the use of high
cost new t echnol ogy, which has sone inplication that
clinical judgnments are overridden by price judgnents, that
that wouldn't be true? | think both things can't not be
true.

If you' re right that phasing out the pass-through
woul d cause an avoi dance of the use, that's got to sl ow down
di ffusion. Now maybe that's not a bad thing in sone cases
where we've sinply got an artificially high-priced
technol ogy. But without being able to get past the price
questions | think it's very hard to answer the question of
what pricing schene is of nost benefit to beneficiaries,
whi ch sonehow i s absent fromthis conversation

DR RONE: W view, Dan, would be that -- and
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maybe |'m Pol | yanna here -- | think physicians use these new
t echnol ogi es when they can be hel pful to their patients.

You know, you see | aparoscopic chol ecystectony, bam it

di ffused i medi ately, and the use of stents, endovascul ar
approaches to what used to be major vascul ar surgi cal
procedures, very rapid dissem nation throughout the

mar ket pl ace.

And conpetition between and anong physicians to
| earn how to use these new technol ogi es, because in fact
t hey' ve been treating a given disease all their career and
here's a new, nore effective approach to treating that
disease. | don't think that any of them would pass a test
on what a pass-through paynent is.

DR. NELSON: Only if the hospital stocks it. |If
you' re tal king about an artificial joint or whatever, it's
only if the hospital is stocking. They can't use it if they
can't get it approved to be --

DR. ROAE: Right. But ny experience, Alan, is
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that -- and sone of these things are very expensive, as you
know -- is that what the hospitals usually do is they don't
avoi d stocking these things because they don't want to be a
| oser in the marketplace either of saying, you know, sone
hospital starts advertising that you can get the new thing
at their hospital and you can't get it across the street.

What the hospitals do do though, on the other
hand, is if there's 10 neurosurgeons, they have 11 opi nions
about what kind of clip they want to use. O if there's 10
ort hopods, they have 11 opinions about which kind of
artificial hip they want to use. And they force themto
focus on one or two options so they can have sone purchasing
power. | think the hospitals do do that. But they
generally don't avoid purchasing the things at all. That's
my experience.

MR HACKBARTH. Does it follow fromthat then that
option three, phasing out the pass-through, may not pose

much of a risk to diffusion?
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DR RONE: 1'd be interested in Ralph's
experience, whether it's the sane.

MR. HACKBARTH. Certainly it's a sinpler system

MR. MILLER: M sense is, |ike Jack's, that by and
| arge these judgnents get made pretty instantaneously by
physicians trying to do the right thing for their patients.

| think part of the reason we're discussing this
issue today is there's a major msmatch between thinking you
can spend 2.5 percent, which I'msure was just arbitrarily
done, and spending 13, which therefore causes, as it feeds
back into the system kind of untoward effects. M guess is
we woul d not be having this |engthy discussion if the pass-
t hroughs came in at 2.7 rather than 2.5. So | think part of
describing this is not just the discussion of the diffusion
of technol ogy but also just, in that sense, a retrospective
m sestimate as to how big this would be.

To answer your question about with option three,

avoiding it altogether, | think at the margin sone
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technol ogies would therefore be limted. | still think the
overarching trend would be to introduce the new technol ogi es
and try to figure out somewhere down the road as to how to
get paid for them | think very few settings inside the
country really limt on a real time basis introduction of a
new t echnol ogy.

There's sone places in which it's nore possible,
like drug formul aries, just because this is required, and
ot her places where it's a lot |ess possible like devices and
so forth, where there's considerabl e decentralization of
those kinds of decisions in all settings. So | think
there's variance in -- drugs a little harder to introduce
because of the regulation of drugs. Oher things are nuch
easier to introduce.

But | would just like to second Joe's sense that
the m smatch between two and 13 just on the surface bothers
nme. |'mnot saying that 2.5 was right, but that's what was

inthe legislation. So I think nmoving nore towards a fee



10

11

12

13

14

15

16

17

18

453

schedul e is sonething that | would support in the sense that
that m ght danpen sone of that m smatch, especially as it
rolls in a year and-a-half or so down the line into the
rewei ghting of the APCs. So |I think that would be a good
option to extend.

Qobviously, we put in the mddle columm sonething
el se that's a very high burden on CM5 and we' ve had
di scussi ons over the fall about how nmany burdens we put on
CVB woul d be a point of caution on that. |It's just one nore
thing that they couldn't do in tine.

| think going on, that's also informng this
di scussion, is what Chantal referred to earlier, these
provi sions on outpatient paynent may or nmay not be del ayed
on January 1st. | think all providers are very concerned
that the systemis going to be fraught with a | ot of
conpl exity, not just between now and April, but for now for
along time forward. CMsS has not, and understandably so,

has not been able to inplenment this system It's like to
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have a | ot of problens even when they inplenent.

So | think nmy concern about a fee schedul e
therefore, it would be one nore burden in the outpatient
systemthat is already overburdened in conplexity.

MR. HACKBARTH. Just a clarification. M
under standi ng of option two is that the new technol ogy stays
forever outside the APCs, and it's just unbundled, if you
will, and paid on a fee schedul e basis.

DR. ZABINSKI: That's right, yes.

DR. NEWHOUSE: It could roll into the APCs. The
issue is really what it's going to do to the relative wei ght
once it rolls in.

MR. HACKBARTH: That's not how | understood the
opti on.

DR. ZABINSKI: The idea is, option one is just
sinply setting sone sort of national rate for pass-through
technol ogy, and option two is to take all technol ogy outside

of the outpatient PPS and pay for it on a fee schedul e.
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MR. HACKBARTH. So under option one you coul d have
paynment on what is in essence a fee schedule on a tenporary
basis and then it's ultimately folded in. Under option two,
what makes it distinct fromoption one is that it stays
forever outside the APCs and is paid on a fee schedul e.

DR. ZABINSKI: That's correct.

MR. HACKBARTH. It sounds |ike what you're arguing
for is a variation on option one.

DR. NEWHOUSE: No, I'mreally arguing -- there's a
difficult to set rates | anguage up there in option one and
two. It is difficult to set rates but it may be an
unavoi dabl e period for the whole -- that is, there's sone
conditions where it just nmay be necessary. W in effect set
a rate for EPO, and we agree on a price for EPO

MR. HACKBARTH: W have sone confusion about the
basi c options and further discussion w thout clarifying that
| think is just going to confuse things. Wuld it be

hel pful to actually put the recomrendati ons up? Do they
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have | anguage that would clarify this for us?

DR. WORZALA: You can do that if you like.

MR. HACKBARTH. But you don't think it will help.

DR WORZALA: The two differences between one and
two is that one is really just covering new technol ogy and
it's neant to maintain limted eligibility. Nunber two
covers all technology and is nmeant to be permanent.

DR. REI SCHAUER: How much of total paynments is
going to be technol ogy?

DR NEWHOUSE: Can't be all.

DR. REI SCHAUER  That's reassuring.

DR ZABINSKI: If you want to go to the
recommendati ons that m ght be a good idea.

DR REI SCHAUER: David raised the issue that |
wanted to tal k about, but | was fascinated by the di scussion
that then took place and the considered opinion of experts
inthis area is that the hypothesis that has usually driven

at least politically, these pass-throughs, which is if we
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don't have sonething like this we are denying the |atest
benefits to patients, doesn't seemto be shared by those who
woul d seemto know here. |If that's the case, | think we
should say it. That there isn't a |lot of evidence that that
iS.

There's a justification one can nake which has to
do with margi ns of providers, that you want to nake sure
that they're paid for what they're doing. But that's very
different fromhow this has been portrayed in the political
debat e.

DR. NEWHOUSE: There was an exanple, Bob, of the
cochlear inplants in the late '80s when HCFA -- this was on
your watch -- when HCFA basically lunmped themin with a
given DRG didn't cover the cost, and 3Mw thdrew t he
product. It's come back on the market since or sonme version
of it. There can be an effect.

DR. NELSON: W aren't in agreenent, unaninously.

DR. STOAERS: That's what | was going to speak to.
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Not to disagree with ny |earned coll eagues, but in the

| arger urban center, the stronger hospitals, yes, | think
you're right. | think regardl ess of what size hospital
you're in the physicians try to do what's best for their
patient and get the technology to them as quick as possible.

But if you get in the smaller urban hospitals or
in the rural hospitals that are struggling or having nore
financial problens, it beconmes a rmuch closer relationship
bet ween the deci si onnaking and the financial difficulty of
the hospital. There can be a delaying of those technol ogies
bei ng brought in, and we've seen many, many exanpl es of
that, until it's financially feasible for the hospital to do
t hat .

So | think just to make a bl anket statenent that
across the country there's no delay in technology. | have
to agree entirely here that there is a trenmendous tineliness
i ssue of getting these technologies reinmbursed. So |'m

really worried and that's what | wanted to speak to, is that
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we just |eave that blanket inpression that there's absolute
access.

MR. HACKBARTH. Fl oyd, and then we ought to turn
to the two recommendati ons.

DR. LOOP: | don't know how practical option two
is to create a fee schedule for all science and technol ogy.
| think you' re asking an agency that can't get done what's
supposed to be done, to do sonething that's a noment ous
undertaking, is inpractical.

On option three, | thought that contained the
understatenent of the year: the potential disadvantage is
that base rates may not adequately cover the high cost of
new t echnol ogy. For sure it probably wouldn't. | think
then you run the risk of retarding the diffusion of good
technology. | don't think we know the unintended
consequences of phasing out all the pass-through paynents.

MR. DEBUSK: Keep in mnd with option two there,

that coding systemis already in place. So CM5S does not
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have that big a challenge there, if you choose to break it
out, Joe. It is in place, the C coding system

DR NEWHOUSE: To be clear, | would take a subset.
| think all technology is a straw nan.

MR. HACKBARTH. Do you want to put up the
recommendati ons? By the way, this is not an issue that
we're going to resolve today. This will come back in
January.

DR. ZABI NSKI: Under option one, the
recommendati on we woul d of fer would be, the Congress should
repl ace hospital -specific paynents for all pass-through
devices with national paynent rates that reflect hospitals’
acqui sition costs. The Congress al so should repl ace
paynents for pass-through drugs and bi ol ogi cal s based on
average whol esale price wth national paynent rates that
reflect hospitals' acquisition costs.

Should I go on to the next option?

For the second option, that's a fee schedule for
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all technology. W have, all drugs, biologicals, and

medi cal devi ces, both pass-through and non-pass-through,
shoul d be renoved fromthe outpatient PPS and paid under a
fee schedule that reflects hospitals' acquisition costs.

And the third option, the phase-out, would be,
pass-t hrough paynents shoul d be phased out so that al
t echnol ogi es are paid through base paynent rates in the
out pati ent PPS.

MR. HACKBARTH. A question about nunber one. |In
our comrent |letter on the regulation, one of the problens we
identified was that the mechani smcreated incentives to jack
up charges. So that's one issue that we address in option
one. But other problens were also identified. |'mnot sure
that we're addressing all the points that raised in that
letter. Frankly I'mblanking right now on all the issues
that we did bring up, but | know this wasn't the only point.

So if we're going to have a nodified pass-through,

" mraising the question of whether there are other problens
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that need to be addressed in the pass-through approach.

DR ZABINSKI: 1'mnot conpletely recalling
effectively either, even though | wote the letter, but I
think a lot of it was due to -- we pointed out that, first
of all they set this 2.5 percent cap. But then Congress
turned around and allowed all sorts of additional --

MR. HACKBARTH: Right.

DR ZABINSKI: But | think that a | ot of people
liken this to a snake swallowing rat and the rat has to pass
its way through the snake. The idea is that you have a | ot
of these pass-through itens right now and that caused an
exceedingly large disparity between the 2.5 percent limt
and the actual paynents.

But the idea is that in the future it's really
expected -- Chantal tal ked to sonebody that represents the
device industry and | also think sonebody from CM5 and t hey
both said that they really expect a very snmall nunber, at

| east a relatively small nunber of pass-through itens into
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the future. So | think this 2.5 percent |limt, even if it's
exceeded, it won't be exceeded by a very w de margin.
Chantal can correct me on that.

MR. HACKBARTH: You find that credible? |[|'ve
heard people nmake that point, that this was a tenporary
probl em

DR WORZALA: Yes, that seens to be consensus

MR. MIULLER. Wiy do we choose so broadly, to go
back to Joe's point. W have in the pass-through a limted
set of devices that, as Dan said, got expanded a bit. But
why expand 100 percent. W want to keep this for new,

i nportant technol ogy rather than --

DR ZABINSKI: It wouldn't be additional paynents
for the old technology. It would just be setting a rate
that's appropriate for the old technology. There woul dn't
be any sort of pass-through paynent for it.

MR. MIULLER: No, but I'msaying is that when you

say all drug, biologicals, and nedi cal devices, nost of
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t hose are supposedly carried inside the APC system so why
do you want to take them back out?

DR. WORZALA: That rationale would just be to
limt the disparity in how paynents are nade for
conpl ements, things that you coul d choose between one versus
the other, and one is paid one way and one is paid another
way. The notion is that you get rid of that disparity which
tends to give an incentive to provide services using pass-
through itenms as opposed to itenms bundl ed.

MR. MIULLER But my suggestion is, and it's in
some way -- the way two is now stated | don't like it as
much as | did before when | said that. Hadn't read it then.

The question we have is how to get the appropriate
di ffusion of new technol ogy w thout having excessive cost be
allowed in that systemthat skews the overall outpatient
paynent systemin a way that gets APCs reweighted in
i nappropriate ways, and transfers going on. So to ne,

trying to have both an incentive for the diffusion of
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t echnol ogy w t hout excessive margins to be nmade and skew ng
to go on is what we're trying to figure out here.

So that strikes ne that somewhere between one or
two that allows, as Joe has indicated, sone fee schedule for
a limted nunber of these new technol ogies -- not 100
percent, and not 100 percent of devices, drugs, and so
forth, and to renove the incentive -- to renpve whatever --
you know, if the reason we went from2.5 to 13 is that the
list got too big as opposed to the price got too high -- and
|"d |like to hear your judgnent on that -- that's a different
matter.

MR. HACKBARTH. It really sounds to ne, Ralph
i ke you are arguing for option one.

DR. NEWHOUSE: Sonme conbi nation of one and two.

MR. MJULLER:  Yes, sone conbi nation of one and two.

MR. HACKBARTH. Basically two says that we pay on
a fee schedul e, and option one also includes that we pay on

sonmething |li ke a fee schedul e.
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DR ROAE: No, it's acquisition cost. So if you
spend $40,000 for a stent; fine, the hospital pays and we
pay $40,000. That's not a fee schedule. The fee schedul e
is being determ ned by the manufacturer in that case.

MR. HACKBARTH. Al though if you nove away from
hospi tal -specific cost-to-charge ratios and go to nationals
you can danpen that incentive and you have a fee schedule --

DR. NEWHOUSE: Wiy? It's still there. Everybody
faces the same cost fromthe manufacturer.

DR. RONE: Yes, it's a single source producer and
he's going to charge everybody the sane rate. Wat we'd
like to say is what Medicare is going to purchaser -- it's a
| arge purchaser and they're going to pay --

DR. NEWHOUSE: It's not the hospital's charge.
It's the manufacturer's.

MR. HACKBARTH. So let me just continue trying to
get clarification. So what you're saying is in option 1A

that involves a pass-through for a separate paynent for new
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technology, and let's not go back to the all the old stuff
and put it on a fee schedule. But when we have the new
stuff that it's a fee schedul e as opposed the current
mechani sm

DR. NEWHOUSE: |If it's a big Medicare share and if
it's enough cost, that's how | would segregate. | agree
with Floyd that we can't take on everything.

M5. RAPHAEL: | just have one point of
clarification. | feel in this realmdo-ability is very
important. W have to decide what to cover, how nuch to
pay, and you want to do it with sone rapidity so that you
can get this into the hands of whoever is practicing patient
care. I'mnot entire clear on the fee schedul e proposal,
whether it's doable and 1'd like to better understand that.

Because if this is, even if we think of it as an
interimsolution on the way to getting better data and being
able to put it into the base rates, an interimsolution

shoul d be sonet hing you could do fairly soon. | just would
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i ke fromthose of you who are nore famliar with this, to
get a sense of whether or not this is in fact doable.

DR. NEWHOUSE: M problemisn't an interim
problem it's an ongoi ng problem

M5. RAPHAEL: So you would never fold it into the
base rates.

DR. NEWHOUSE: The issue is what price goes into
t he base rate and who determines it. As Jack said, in the
particul ar case of products |I'm concerned about you
essentially have the manufacturer determ ning the base rate.

M5. RAPHAEL: But you can do that differently. |
t hought you could use the fee schedule on the road to having
nore accurate data for the base rate.

MR MIULLER | agree with your argunent, if a fee
schedul e takes 24 nonths to develop and until you develop it
you can't do any of this access to technol ogy then that
woul d be, to ne, kind of don't do it that way. Because the

point is to get the diffusion of technology. | concede if
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it takes CM5 in the scale of all the nultiple things they
have to do, so much tine to get the fee schedul e, that woul d
be an argunment agai nst using the fee schedul e.

MR. HACKBARTH. W're not going to resolve this
today but |I think we've identified a clear question that
woul d be hel pful to have some nore thinking about. It's not
a clear question to you, Dan, so why don't you --

DR ZABINSKI: Yes, I'malittle -- to nme, option
one, | still get the idea that what Ral ph is tal ki ng about
is a sonewhat focused special paynment for what, new
t echnol ogy?

MR. MIULLER  Sel ected new technol ogy, in a real
outlier context.

MR. HACKBARTH. So it's higher than sone
percentage of -- I'mnot sure what. But it's expensive new
technol ogy that you're worried about.

DR ROSS: So if you set a high enough price for

it you nove yourself into the pass-through category?
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| think part of what | hear from conm ssioners is
al nost a belief systemwhich is that if you believe that
everything is guided by clinical decisions | think that
actually drives you to option three; sort of, declare
victory, quit worrying about it. [If you think financial
incentives are extrenely inportant then you go to one or
two, and that starts to get nostly to operational questions
at that stage.

MR MILLER: | think | would agree with Ray's
point. |'mnot saying that financial decisions never nmake
any difference. Cbviously, when one starts putting in
prosthesis that cost $20,000 and five stents at $2,000 a pop
and the procedure gets reinbursed $1, 100 you start sayi ng,
just the stents thensel ves are $10,000. So people do nmake
t hose kind of judgnents. | don't want to deny that. But |
think, on the other hand, in that kind of exanple if
sonet hing costs $1,500 versus $1,100 -- everybody picks

their spots as to where you nake -- where you try to
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i nt ervene.

"' mjust saying, one does not want to really
danpen -- and the exanples that Jack gave are overal
savings to the system \Wen you | ook at the whol e system
t here, having people with | aparoscopi c surgery and not being
admtted and so forth are overall savings. So in that sense
you want the stuff out there to save overall. You can't
just look at it in that kind of narrow way.

So ny point is just to Dan, a nore limted set
t hat has some kind of threshold task -- not all. And if
it's feasible, I fully concede to Carol's conmment; if it
takes forever to get the fee schedule going then that's kind
of an argunent against the fee schedul e.

MR SMTH.  Ral ph, let nme nmake sure | understand.
What you'd argue for at the nonment is option one nodified by
some threshold, sonme price or price increnent threshold, and
changi ng from acquisition cost to a fee schedul e.

MR. PETTENG LL: It's really inportant to renenber
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that we got here because we don't know. W have a pass-

t hrough that was enacted because CMS doesn't get the data to

include it in the APCrelative weights. |f they had the
data, then this whole problemwould be noot. So the

guestion really is, how can you construct sonething that
will work in the interimwhen you don't have the data to

begin with? That's the question.

DR. NEWHOUSE: | think, to reiterate what Mirray
said, | think the ultimate -- | don't think the issue is a
transition problem | think the ultimte issue where |

woul d conme down, if the clinicians are right than option
three is clearly better. And if financial considerations
are inportant then | would have said, as Ral ph did, some
conbi nation of one and two where you go to two in those
cases where it's a high Medicare share and there's a non-
trivial anmount of spending. So there's some trigger that
puts you into a fee schedule as in the erythropoietin

exanpl e.
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MR. SM TH  Just one comment. Fromthis side of
table -- and Carol unfortunately isn't here -- but we
t hought we heard the clinicians speak with nore than one
voice. At least part of what | heard was a big city voice
and a not-so-big city voice.

DR. WORZALA: Can | just make one -- I'msorry to
do this, @enn. | never answered Ral ph's question about
whether it was price or volune that took the 2.5 percent to
13 percent. The answer is both, but volume played a bigger
role. Going forward, as we stated before, volune should
play less of a role. W focused on price because we thought
that the volunme issue and the eligibility criteria were
noving in the right direction, becom ng nore selective, and
that the key remaini ng probl emwas how the price was set.

Apparently we didn't give you enough background on
that sort of thing, so for January |I'Il give a nuch better
description of the eligibility and how things are noving in

that realm
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DR. NEWHOUSE: Chantal, with all respect, | don't
t hi nk Ral ph' s question can be answered because the price
that is set is not independent of the reinbursenment nethods.
Theref ore one woul d have to ask, what would the price have
been under sone alternative that wasn't this system and |
don't see how we coul d have known t hat.

MR. HACKBARTH: W need to nove on. The next
subj ect on the agenda is adjusting for local differences in
resident training costs.

MR LISK: This is the last presentation for the
day. Briefly I"'mgoing to go over -- briefly review. This
is a congressionally required study. I'Il briefly review
the mandate, review the Comm ssion's past views on QGVE,
review the GVE paynent nethod, |ook at what the alternative
adj usters are, and the policy considerations you woul d need
in maki ng sel ection of adjusters, and the potential actions
or recommendations you nay want to make.

So the congressional nmandate, Congress in
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commttee report | anguage asked the followi ng question. |Is
t he physici an geographi ¢ adjustnent factor an appropriate
factor to adjust direct GVE paynents for geographic
differences in the cost of physician training? They wanted
t he Conmmi ssion to make recommendati ons by March 2002 on a
nore sophisticated or refined index to direct GVE paynent
anounts if we found a nore refined index to be appropriate
for this purpose. | want to enphasize for the Commi ssion
here is the if appropriate on here. So we don't necessarily
absol utely need to make recommendation if we find the GAF to
be appropriate for this purpose.

To briefly review the Comm ssion's views, the
Comm ssion has previously stated in its reports on GVE, et
cetera, that trainees bear the cost of general training by
accepting | ower wages and paying tuition, and the Medicare
education paynent should be treated as patient care costs.
Now i f MedPAC s reconmmendation were inplenmented this whole

i ssue woul d be noot because these paynents woul d be fol ded
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into the paynent rates, which in that case mght inply that
the area wage i ndex woul d be used for adjusting these rates
in part.

So let ne briefly now review Medi care's paynents
for physician training. Paynents are a product of three
factors: hospital -specific per-resident paynent anmounts, a
wei ghted count of residents, and Medicare's share of patient
days. Those are basically the three main conmponents.

The hospital -specific anounts are based on 1984
costs updated for inflation. The BBRA the Bal anced Budget
Refi nement Act established a floor and rate of increase
ceiling for these paynent anounts based on a locality-
adjusted national rate. The ceiling was set at 140 percent
of the locality-adjusted anount. BIPA raised the floor
paynment rate to 85 percent of the |ocality-adjusted
nat i onal - adj ust ed anount .

The Congress chose to use the 1999 physician GAF

for this locality adjustnment. | want to point out though is
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what canme out of the conference commttee -- the original
bill passed by the House was sonewhat different. They
established actually a national rate with a geographic
adj ustment, so there would have been no variation. Right
now there's a corridor of variation that's allowed, but
under the House bill there would have been no variation
except for the geographic adjustnent. They used the
hospi tal wage index for that geographic adjustnent.

So how nmuch variation is there in residency

477

sal aries and training costs? Wat | have up here is show ng

the variation in first-year stipends based on data from

AAMC. Now that data is from 2000-2001, and the paynent and

cost information is from 1998. So the years aren't quite

conpar abl e, but the anmount of variation shows at the 10th

and 90th percentiles that there's not a ot of variation if

we | ook at a subcomponent of residents' cost in terms of

residents' stipends. So it's not a huge anobunt of variation
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conpared to the variation in per-resident paynent anmounts
bef ore we make these adj ustnents.

So what are the alternative geographic adjusters
that could be used? There's the physician geographic
adj ustment factor which is the factor that's up there, and
t he hospital wage index are the two of f-the-shelf adjusters
t hat probably could be used, which the Congress consi dered.
There are three main differences between the physician GAF
that | think are inportant to point out, both between the
physi ci an GAF and the hospital wage index in both their
structure, the nunber of conponents of cost that they're
measuring, and the weighting schene that's used, the anount
of variation that the indices also reflect, and the
geogr aphic areas used for these adjustnents.

To get a little nore specific so you understand
the physician GAF a little bit nore, it's a multiconmponent
fixed weight index. So there's three main conponents,

physi ci an work, practice expense, and nal practice insurance.
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But in that index it's also inportant to point out that the
physi ci an work conponent, whi ch makes up about half of it,
only 25 percent of the variation in that conponent is
reflected. That's actually by |aw only 25 percent of the
variation is reflected. So it's not reflecting the full
variation in those inputs. And they're not measuring
actual ly physician costs. They're using other proxies to
nmeasur e conponents of physician salary costs in that
conponent .

The other nmajor factor then is also the area, the
geographic area that it's based on. The physician GAF is
based on carrier localities, which there are 89 of across
the country, and 34 of those are statewde. So it's not as
narrow in ternms of the areas covered as the MSAs woul d be
with the area wage i ndex.

DR. NELSON: What is the 50th percentile, do you
happen to know, in terns of costs? You' ve got 10th and

90t h.
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MR. LISK: The 50th percentile, or the average is
currently at $98,000 in terns of cost.

DR. NELSON. The 50th percentile is $98, 000.

MR LISK: It's the average. It's not the 50th
percentile. It's what the average is. | can't renenber
what the 50th percentile is.

Then on the hospital wage index only neasures one
conmponent of cost and that's average hourly wages within an
MSA. That's reflecting variation in input mx in terns of
the m x of enpl oyees hospitals use. That index is applied
only to 71 percent of the base cost for hospitals. In our
anal ysis that's what we have -- and the nunbers that I'll be
presenting, that's what we're assumng is that the index is
applying to 71 percent. That's sonething that could be
di scussed if you thought the hospital wage index were a nore
appropri ate index.

So the wage index does reflect variation in | abor

m X across areas. It is based on 327 MSAs and 48 st atew de
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rural areas.

Wen we get to these other two indexes that could
be potentially used is a residential and teachi ng physician
wage i ndex. Such an index could be devel oped fromthe wage
i ndex data that's used on the hospital cost reports. So an
i ndex would narrow y focus on one conponent input cost to
resi dency training.

However, there is sone issue of quality of that
data. There's a potential concern, and | think one of the
main issues is a wage index is based on average hourly
wages, and what do hours nean for residency training, for
instance? | think there's probably a large variation in
t hat versus what variation you would see in actual stipends
as shown by the AAMC data. That's one of the problens with
potentially devel oping that data for that use. So if
sonet hi ng el se was devel oped you' d need to probably coll ect
some other data than what's off the hospital wage survey.

Anot her option would be resident paynents and
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costs directly fromthe cost reports and using that. Such
an index for that would reflect variation in input mx
across areas. O course, Congress did not select that.

They coul d have devel oped an index like that, and it appears
t hey probably did not want to reflect that type of input mx
vari ation across areas, although that's always still a
possibility for you to decide on.

Then the final option is really a conposite index
that coul d be devel oped with some conbi nati on of the above
i ndi ces.

The next table shows some of the index |evels
under sone of the options: the physician GAF;, the hospita
wage i ndex, assuming again it's applied to 71 percent of the
paynent rate; a resident paynent index. So that gives you
an idea what the variation is across these sel ected
geographi c areas for resident paynments and first-year
stipends for where we have data from AANMC.

M5. BURKE: Just a quick question. There's nobody
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in the west --

MR LISK: Yes, | can give you sone idea about the
west. Interestingly, salary rates on first-year stipends,
for instance -- we didn't have it for 2001 fromthe AAMC
data | had, but in previous information from previous years
of cost report surveys they did California, for instance,
had | ower salary costs, stipend costs for residents in Los
Angel es and San Franci sco. They were bel ow average in fact,
which is fairly surprising given -- their costs have
hi storically been | ower than other parts of the country,

t 0o.

DR. STONERS: Craig, about 50 percent of GVE is in
markets smaller than this. You know, the Tul sas, the
Denvers, the non-big academ c nedical centers. It would be
interesting to see what the inpact on these are in that.
Because this includes only about 50 percent of the GVE size.

MR LISK: Right. Part of this is what | had

information on with AAMC data which only reports on where



10

11

12

13

14

15

16

17

18

484

they can get data fromnore than five providers in a
particular market. So they don't include those submarkets.
You see, in terms of the stipends, you still don't see the
| arge variation in stipends. And there are sone
i nconsi stenci es about how t hese different indices |ook
across the markets.

Al though if you look at the difference between the

physi ci an GAF and t he hospital wage index and doing a

cursory look at frommd-sized to |arge narkets -- not the
really small markets -- the greatest difference you see is
between -- is in San Franci sco where the hospital wage index

is 11 points higher than the physician GAF, for instance
I f that gives you any kind of indication of that type of
stuff.

But there's some wide variation where in sone
mar kets, just because of the few hospitals they have, sone
of those markets have very high per-resident costs for sone

reason, potentially because of how that hospital allocated



10

11

12

13

14

15

16

17

18

485

those costs. So on that level you'll see greater variation.
Dall as is an exanpl e where you see a | ow per-
resi dent paynment anount conpared to those other costs. What
reason there is for that I'mnot certain.
M5. BURKE: What's the current distribution,

geographi c distribution of residents?

MR LISK: It's still |oaded very rmuch in the
east. | can't renenber exactly. | think New York trains
about close to 20 percent, | believe, of the residents. And

there's a ot in Pennsylvania, for instance, and New Jersey,
Boston as well. But then you have other markets, Chicago.
Los Angeles is pretty big, and certain of those. But those
are the big areas.

DR. WAKEFI ELD: Craig, wll we have the data that
Ray was speaking to to informthis piece for the March
report, or were you just saying there just aren't data on
residents in those smaller --

MR. LISK: No, there is not data on the first-year
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stipends from AAMC on those snaller markets. But when
showed you then the 10th to 90th percentile you saw what
variation in stipends there is: 0.91 to 1.09. There's not a
huge variation there. |It's a relatively small variation in
what's there.

So you need to keep that in mnd in ternms of the
overall picture here of what's appropriate for what you want
to do. | think my next slide | want to tal k sone about what
the inplications for changing the policy would be.

DR. ROAE: Let ne just understand. The actua
paynent now, the corridor is 0.85 to 1.4; is that right?

MR LISK It's 1.4, but the 1.4 is the rate of
increase ceiling. $So think of those hospitals above that
rate increase ceiling are having their paynents reduced as
much as 12 percent fromwhat they are. So it actually goes
way above that. So if someone is 180 percent of the
nati onal average, they'll go down to 168 basically, after

the full phase-in. So they'll still remain well above the
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nati onal average given the current policy.

MR, MULLER  But they get reduced by not going up.

MR. LISK: Correct. But the total inpact I'd say
is about, would potentially be about a 12 percent reduction.

MR. HACKBARTH. Craig, do you want to just go
qgui ckly through the remai nder of the presentation?

MR LISK Yes, that's what I'd |ike to do,
because | think if we ook at the inplications for the
policy changes, one is the floor paynents for many hospitals
woul d change, which would affect their paynment anounts.
Cenerally, given the alternatives, it would | ower a |ot of
t he paynment anmounts because there's less variation in
physi ci an GAF conpared to the hospital wage index, although
there will be sonme variation going in both directions.

Different hospitals will be affected by the rate
of increase ceiling, which would create sonme conplications
on what you do about when one hospital had their paynents

frozen under one i ndex but wouldn't under the other, and



10

11

12

13

14

15

16

17

18

488

then vice versa, what you would do in that situation in a
policy context. W may al so change total spending.

So you need to consider also the work involved in
changing the index fromwhat's currently used, and whet her
it's worth the work involved for HCFA or soneone el se, and
whet her any alternative index would actually be better,
given its current use. Now | think there may be a different
opinion if you went to a national paynment rate, but | think
that's one of the considerations that needs to be nade here
is whether use of -- given the current use, whether the
physi ci an GAF is appropriate.

So in ternms of policy considerations -- 1'Il not
say questions here -- policy considerations, you need to
consider how well do the alternative indexes track
variations in costs, what did the Congress want to achieve
with this policy? One was paynent relief. Two was
narrowi ng the variation. There's sone inplications that

they wanted -- fromsonme on conmittee that they were trying
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to put in a policy the intent of the Conm ssion's
recommendati on of folding GVE paynents in wthout
necessarily elimnating the paynent by establishing what
woul d have been a national rate.

What type of variation would you want to reflect?
Is it input prices or input prices and the m x of inputs
used, and does it need to be specific to residency training
or not.

And what | evel geographic aggregation is
appropriate? That issue is appropriate if you are
devel oping an alternative index and the nunber of providers
you have to determ ne what that index level is. Wich in
many cases, for the wage index, for instance, areas, the
MBAs, two-thirds of the teaching hospitals are in markets
with three or fewer teaching hospitals, for instance. But
there's also the issue of the honpbgeneity of the markets for
resi dent wages, too, that should al so be consi dered.

So leaving that, the final slide, are the
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recommendati on options, or really what you can do is, one,
you can find that the physician GAF is appropriate for this
purpose. You could reiterate your recomendati on that
direct GVE paynents be folded into patient care paynent
rates. You could reconmend the use of the hospital wage

i ndex, or recomrend the devel opnent of a wage i ndex based on
resident and teaching physician wage data. 1'Il leave it at
that for your discussion and answer any other questions.

DR NEWHOUSE: |'ve got to run out so | want to
say why | want still another option on the table. The
variation in cost reflects nostly what went on in 1984, cost
al l ocations and then how one treats teaching faculty. The
spirit of this request to ne is, should we adjust for
differences in factor prices, which is not the 1984 cost
allocations. It's how nuch | have to pay to get ny
residents and/or faculty.

What you showed is there's very little variation

in that across the country. |'d suggest if we want to



10

11

12

13

14

15

16

17

18

491

adjust for it at all we actually use the historic stipend
relatives to adjust. So New York would get 16 percent nore
than the national average, and so on. O else we just say
the gane isn't worth the candl e and not worry about it.

But | think the hospital wage index, all of the
i ndi ces you have down here seens to ne to just introduce
nore noise in the system It doesn't really correspond to
adj usting for what hospitals have to pay to get residents to
come to their hospital because they are in a high cost or a

| ow cost of living area.

M5. NEWPORT: | guess ny question is nore on a
process line. Qur previous recomendati on was -- what in
your recomended options -- and | know they're just for
di scussion -- is it contrary to our previous

recomendations, or are we anplifying our previous
recommendations? | was struck by your comment in the
sumary which is basically this issue would be noot if they

had but adopted our other recommendati ons. How do we
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achi eve consi stency, or do we need to achi eve consistency?

MR LISK: That's a good question and actually I
think the answer to it is, Congress was fully aware when
they inplenented this policy what the Commi ssion's
recommendati ons were. So you could interpret this as a very
specific request to what is the current policy conpared to
what the Conmm ssion previously reconmended. O if you
really want to keep reestablishing the Com ssion's previous
positions that would be, you did this, but that's not what
we wanted type of thing. So | think those are kind of the
two --

MR. HACKBARTH. The other alternative is in the
preanble, if you will, say this is what we've recommended in
t he past but your request reflects that you don't agree with
that, so we've been asked a different response, and our
response to the question is.

M5. NEWPORT: | think there's value in perhaps

reiterating this. | just want to make sure that we're --
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okay, you didn't like that so we'll try something else. |
think if there's value in what we did before we should --

MR. HACKBARTH. | would not feel confortable just
sayi ng, we stand by our previous recomendation. W wll
not answer your question. That's not appropriate.

M5. NEWPORT: No, |'mnot suggesting that. |
wanted to bring that discussion out so that we understand
what path we're trying to drive between the two bounds, now
that | have a renewed interest in GVE

MR. MIULLER It strikes ne we were being asked a
narrow question on the index, and obviously all these other
di scussions |i ke everything el se we di scuss have to be taken
in context. But it strikes nme that we're being asked an
i ndex question here. W can, as you say, say there's a big,
broad di scussion to go on here. But nmy recomnmendati on woul d
be that we focus on the index question rather than on the
broader at this tinme, because | think the broader issue

radi ates a | ot of our discussions.
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DR. RONE: My sense, recalling the origin of these
di scussions when | was spending ny tinme differently than
amnow, is that the major interest was really in reducing
the variation, which was really quite egregious. There were
front page articles in the New York Tinmes about the
di fferences between Houston and New York, et cetera. And
that the changes that have been put in seemto reduce the
variation rather substantially fromwhat it was before with
t he | owest ones now getting 85 percent of the national, and
t he hi ghest ones progressively getting ratcheted down.

So | guess ny sense would be that after saying
that -- after rem nding them of our previous recomendati on,
m ght sense would be that the systemthat's in place nowis
satisfactory. It is not worth the candle of trying to
rejigger it again. That's where | am

MR. HACKBARTH: | would feel confortable with that
al so.

MR LISK: | guess the issue is, do you want to
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make consensus on that, so the issue of whether we bring
this back at the next neeting or not?

MR. HACKBARTH. No, we need to bring it back.

W' ve | ost a nunber of comm ssioners, so we have to have one
nor e di scussi on.

Ckay, tinme for the public comrent period, which
will last 15 m nutes.

M5. CLARK: Hello, my nane is Shelly Clark and |'m
representing National Renal Adm nistrators Association
today. I'mtheir president. [|I'mfrom Roanoke, Virginia and
manage several rural and netropolitan dialysis facilities.
| worked for 10 years in a hospital -based system and cl osed
three of those dialysis units. | worked for 10 years in
physi ci an-owned clinics and hel ped them open sone rural
health care centers, and | have closed or help closed to two
of those, and now nanage sone of these sanme dialysis
facilities for a chain after we were acquired.

Sol'd like to make just a few points on Ms. Ray's
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presentation. It's interesting to nme that whether or not |
have to close any nore dialysis facilities may rest with
you.

I*'mnot an economist. |I'man R N However, | can
deliver a clear nessage fromall providers. As M. Ray has
already identified, the conposite rate is not covering our
cost of care. The reinbursenent is fixed except for
congressional changes in '91, '99, and 2000. W've had a
history of fold-ins with neds and | abs, unfunded regul atory
mandat es, technol ogy advancenents where we don't get any
i ncreases, inproved quality of care, and soaring staffing
costs with no annual updates.

As a note of correction to her presentation I'd
like to note, facilities thenselves cannot bill for |ab.
Only labs can bill Medicare for the labs. So the 4 percent
factor that she nmentioned may need to be revisited by
MedPAC.

Everyone anal yzes teh cost reports, as | do, and
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Ms. Ray noted that they do not include nedical director and
admnistrative salaries. W prepared a handout for you that
on page 9 will clarify sone of those percentages | think you
asked about. Cost reports also do not include bad debt for
non-conposite rate ancillaries, or the effect of Angen's
two-year price increase for EPO which you' re aware of.

It is very inmportant that | nake these notes on
separably billable drugs and margins. Oral drugs are very
costly to the beneficiary. Wen we wite our patients these
prescriptions, they cannot afford to get themfilled. 1V
nmeds are where we can steer the patient's quality of care.

There was an instance a few years back where the
|V iron manufacturer had to recall the drug. W have
evi dence that we went back to oral nedications, our quality
went down the tubes for our anem a managenment for our ESRD
patients. W' d welconme the opportunity to get sone of this
statistically inmportant information back to you to | ook at

bef ore you nake any reconmendati ons.
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It would be also very premature to nmake any
recommendat i ons about including the new formof EPOin a
bundl e or in the conposite rate in that we've not even seen
that in the market yet. Until it's there, working, and we
can analyze it statistically, it's too premature to include.

So in sumary, dialysis providers have been
unjustly conpensated as conpared to other health care
providers. | found it very interesting on the discussion of
rural hospitals and sone of the hold harm ess and ot her
factors that they have to protect them Al the dialysis

facilities have had is an exception request processed that |

have sone personal experience with. It's difficult, it
doesn't work well, and it's now been taken away fromus. So
unless that's restored we're still in trouble, as you can

see fromthe lack of the data points she had on the one
slide with our decreasing margins.
Pl ease revi ew our reconmendations we'd like to

have you consider. W want you to | ook at the true
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definition of what's in the existing conposite rate and do a
price reconmendati on based on the frequency and cost of what
we really do. It's critical we get this in 2003. W nust
have annual update mechani sns calculated in. |'mnot an
econonmi st and it's very conplex how you do that, but it's
critical to us.

Going forward, then we can explore what the CMS is
going to report this comng year. W would like to work
with the industry on perhaps |ooking at an expanded bundl e
to protect us fromnore crisis in the industry that we're
| ooki ng at now.

Thank you.

MR LEWN Hello, I'mHoward Lewin and |
represent the Renal Leadership Council. First, a piece of
information. Sone data fromthree large chains is that
currently 77 percent of the patients within the |arge chains
are Medicare primary covered, and 23 percent have conmmerci al

i nsurance. Sone of the patients with conmercial insurance
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are Medicare eligible, but since commercial insurance does
typically pay dramatically nore than Medicare there is no
secondary paynent there.

VWhat 1'd like to do now is address the point about
is the current paynent reasonable. There was sone data
presented earlier today that in 1999 the conbi ned paynent
was 7 percent above cost except for nedical director fees
and unrei mbursed bad debt on non-conposite services.

Medi cal director fees have risen dramatically over
the past 10 years, primarily because the nunber of
nephrol ogi sts in practices remain very constant, and the
nunber of dialysis centers has risen dramatically. So
i ncreasingly, nephrol ogists have a | ot of choice about where
t hey woul d provide nedical director services. At this point
t he $250 an hour nunber is very close to the typical nedica
di rector reinbursenent within the | arge chains.

One exanpl e of unrei mbursed bad debt is in the

area of Epogen. Currently, large chain providers do pay
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about $8 per thousand units for Epogen, and the Medicare
payabl e is al so $8 per thousand for Epogen. That $8 cost
for the providers does not include any G&A cost associ at ed
with drug delivery and other related costs.

The reasons that the chains |ook financially
healthy today is that -- and this is data for two |arge
chains -- is that the ratio of non-Medi care and Medi caid
rei nbursenent to Medicare-Medicaid currently is 1.83. That
dramatic difference in the rei nbursenent rates for non-
Medi care payers conpared to Medicare drives the industry's
profits today.

The inplications of this large gap are, first,
that new centers are increasingly opening where there are
many nore non- Medi care patients than the national average.
Again, this is data for three chains. The non-Medicare
percentage in the 71 new facilities opened in 1999, 2000,
and 2001 -- | have two years of data -- is 31 percent non-

Medi care in 2000 and 36 percent non-Medicare in 2001. This
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i's, again, conpared to 23 percent non-Medi care overall.

Additionally, for facilities closed within the
sane three chains for 1999, 2000, and 2001 -- and this is in
the case of the 40 facilities closed -- the percentage of
patients that had Medicare primary is 84 percent. Medicare
patients are increasingly in danger of |osing access.
Traveling long distances three tinmes a week for treatnents
that increasingly are at a very inconvenient time, either
very, very early in the nmorning or very, very late at night,
in areas where there are the vast mpjority of Medicare
patients conpared to the national average is increasingly
what' s happeni ng based on the current paynment systemthat we
have in pl ace.

Thanks.

M5. CUERVO (Good afternoon. M nane is Acela
Cuervo and | amthe general counsel for the Anmerican
Associ ation for Home Care. W represent home health

agenci es and suppliers of home medical equipnment. There is
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a paynent issue that pertains to hone oxygen services that |
woul d |i ke to make you aware of. It truly is not unlike the
i ssue of the ESRD update.

The BBA reduced paynent for hone oxygen services
by 30 percent, and then froze the update through 2002 and
al | subsequent years. This nmeans that Medicare paynent for
home oxygen services are indefinitely frozen at 70 percent
of the level that they were at in 1997. The BBRA did
aut horize smal|l paynent updates for hone oxygen for 2001 and
2002, but these updates are tenporary. So at the end of
2002 the paynent |evels for hone oxygen will revert back to
what they were, 70 percent of what they were in 1997.

This has trenmendous inplications for Medicare hone
oxygen patients, which as many of you m ght know, tend to be
the sicker and nore elderly frail of the Mdicare
beneficiaries. As costs for delivering quality home oxygen
services rise over tine but the Medicare rei nbursenent

remains flat it becones increasingly difficult for our
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menbers, who are -- the vast mgjority of suppliers tend to
be small, independent conpanies -- to provide the |level and
guality of care that the Medi care beneficiaries need.

W believe that it's very inportant that Congress
restore the hone oxygen services benefit to nmake it eligible
for a CPl update beginning in 2003 and all subsequent years.
W woul d wel conme the opportunity to work with you and
provi de you with further information on this issue.

Thank you very much

MR. GRAEFE: Thank you, denn. Fred G aefe of

Baker & Hostetler on behalf of Invacare, the |argest

manuf act urer of hone nedical equipnent. |It's headquartered
in Cleveland. |1'mhere to support the application of Acela
and her trade association. Invacare is a nmenber of that

trade association, and it is critical for Invacare's
custoners, which is, as | said, the | argest manufacturer of
home nedi cal equi pnent includi ng oxygen systens.

The final point, that Invacare is not only the
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| argest manufacturer in this country, but it's also the
| argest creditor for its industry. Wth the recession and
post 9-11 and all those bank credit crunch, it's exceedingly
i mportant that, we believe, that the Commi ssion | ook at this
i ssue so that you can report to Congress next year in a
timely fashion when this issue will certainly cone up

W | ook forward to working with the comm ssioners
and your staff. Thank you very nuch.

M5. FISHER: Karen Fisher with the Association of
Ameri can Medical Colleges. Just a quick point on the
outpatient arena. It seened you were circling around a
little bit the issue of a potential fee schedule by being
above a threshold amunt. It seens very akin to al nost
nodi fying the current outlier provision on the outpatient
side. You still include hospital-specific costs with the
outlier, but there is an option there of |ooking at the
outlier as a potential option for dealing with the pass-

t hrough i ssue.
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Now, of course, the current outlier pot would not
be enough noney to deal with this issue. But |I think that's
anot her option you mght want to think about as you nove
forward

Thank you.

M5. MENSCH: |'m Stephanie Mensch fromthe
Advanced Medi cal Technol ogy Association. W represent
device manufacturers. | just wanted to reiterate a couple
of points, indeed that one of your staff nenbers nade. That
is, the dearth of good data in the outpatient setting to
hel p construct exactly what the policy should be on sone of
t hese things. That was one of the reasons that AdvaMed
supported the concept of a pass-through programin the
begi nni ng, because CM5 when it constructed the original APC
rates did not recognize device costs init. They're still
have problens with it. The reason you saw 2.5 percent to 13
percent in the fold-in this year is because the base rates

just haven't reflected the cost of devices and technol ogy.
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We believe that with continuing the pass-through
paynment program after 2003 will allow for new technology in
all hospitals that require it.

One other thing | just wanted to clear up rea

qui ckly, the pass-through programis not a pass-through

directly to the device manufacturer. |It's a way to assi st
hospitals to get paid for the devices. It goes to the
hospitals. It doesn't go to the nmanufacturers.

The other point is that marking up devices is not
as easy as it may sound on the surface. The hospitals are
constrai ned by the charges that they give to all of their
payers, and each year CM5 goes back and | ooks at what their
charges and will adjust their cost-to-charge ratio. So it
does have future inpact.

Anecdotal ly, we believe that sonme of the higher
cost devices are not marked up as high as other itens that
the hospital may mark up. So it's a very conpl ex thing.

Finally, as you know, we do not support separating
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out and devel oping a fee schedul e for devices under the
APCs. W Dbelieve they should be put into the bundle, the
bundl ed package of the APCs, and that there should be a
transition year to allow collection of data -- not only
price data, but the utilization and matching the APCs.

Thank you.

MR. HACKBARTH. Thank you all very nuch. W're
adj ourned until January.

[ Wher eupon, at 12:46 p.m, the neeting was

adj our ned. ]



